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REASSESSING THE ECONOMIC OUTLOOK

WEDNESDAY, JUNE 27, 2001

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The committee met, pursuant to notice, at 10:01 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, chair-
man of the committee, presiding.

Present: Senators Conrad, Sarbanes, Wyden, Nelson, Stabenow,
Clinton, and Domenici.

Staff present: Mary Ann Naylor, Majority Staff Director; and G.
William Hoagland, Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. Why do we not bring this hearing to order.
First of all, I want to welcome our witnesses. Thank you. I think
we have a very distinguished panel this morning. We appreciate
very much your taking time to be with us on an important subject.
This is the first of two hearings this week to assess the current
state of the budget.

Today, we will look at how the economic outlook has changed
since CBO made its baseline projections in January, with an em-
phasis on how uncertain that outlook remains, particularly with re-
spect to the long-term trend in productivity.

Tomorrow, we will focus on the available surplus. We have now,
in looking back at CBO’s January baseline, we see that there were
some signs that the economy might be slowing after a period of
very rapid economic growth. Nevertheless, most economists at the
time believed that the longest economic expansion on record still
had plenty of room to run. The CBO baseline budget projected $5.6
trillion of surpluses between 2002 and 2011, based on a relatively
favorable short-term and long-term economic outlook.

In the short-run, CBO assumed the economy would experience a
mild slowdown in 2001 and a recovery in 2002. Growth in real
GDP, they indicated, would fall from an estimate 5.1 percent in
2000 to 2.4 percent in 2001, with a bounce back to 3.4 percent in
2002.

CBO’s long-term growth projection reflected an upward revision
in the estimated rate of potential productivity growth to about 2.7
percent a year over the 2002 to 2011 period. Taking into account
the moderation of growth in 2001, actual productivity growth was
estimated to be somewhat less, but a still robust 2.5 percent per
year. This projected rate of productivity growth was well above the
1.5 percent achieved in the 1974 to 1995 period, but a little less
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than the very strong growth we saw from 1996 to 2000. In large
measure, CBO accepted the view of many economists that trend
productivity had increased after 1995.

Subsequent developments: We will hear testimony today that the
economic situation, in the short run, is certainly looking somewhat
worse than CBO was projecting in January. Dr. Baily, you have an
interesting chart in your testimony that shows how the blue chip
forecast for 2001 has deteriorated over the course of the year. In
January, the blue chip—and do we have a chart that shows that?
In January, the blue chip consensus was 2.6 percent, when CBO
was estimating 2.4 percent, but the June blue chip forecast is now
down to 1.8 percent, as we can see on the chart.!

A short-term slowdown obviously hurts the surplus for a few
years, but if the economy bounces back quickly, the long-term im-
pact does not have to be that significant. What matters for the long
term is the economy’s sustainable growth rate. That is really one
of the things we want to focus on today, which is based on produc-
tivity and labor force growth, with productivity being the key un-
known and what we really want to focus on today.

Back in January, economists seem to be coming around to the
view that trend productivity had rebounded from two decades of
rather sluggish growth. Federal Reserve Chairman Greenspan tes-
tified before this committee that productivity was holding up re-
markably well, even as the economy showed signs of slowing, and
he was confident of the longer term outlook. I wonder what he
would have said if he knew that productivity growth was falling as
he was speaking and that productivity would fall in the first quar-
ter by 1.2 percent at an annual rate. We have a chart that shows
that as well.

Productivity Growth 1996-2001

Is 1st Quarter Decline Cyclical or a Lower Trend?
5%

4%

3%

2%

1%

0%

1%

2%

1996 1997 1998 1999 2000 2001

We saw very handsome gains in productivity in the late 1990’s,
but in the first quarter of 2001, that reversed, and we saw produc-
tivity actually fall 1.2 percent. All of us, I think, need to be warned
that quarter-by-quarter numbers are not all that critical, but this
may be an indicator that we are seeing a slowing in productivity
growth.

The implications for the budget. I think one of the most impor-
tant things that can come out of this hearing is a renewed respect
for the uncertainty—I want to put the frame on that—the uncer-
tainty of long-term economic and budget forecasts. This, after all,

1CHART NOT AVAILABLE AT PRESS TIME.
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is a 10-year forecast. The famous CBO fan chart that showed esti-
mates of uncertainty based on CBO’s past forecasting records
should have warned us that there was nothing certain about a pro-
jection of $5.6 trillion of surpluses over the next 10 years. Now, of
course, the baseline is smaller because we have enacted a tax cut,
and we have, as a result, updated the CBO fan chart——

Welcome.

Senator DOMENICI. Thank you. Oh, I am on the wrong side.
[Laughter.]

Chairman CONRAD. Welcome, Senator Domenici. We are glad you
are here.

Senator DOMENICI. Thank you very much, Mr. Chairman. I am
glad to be here.

Chairman CONRAD. We have put up the new fan chart that just
shows the uncertainty of the CBO forecast. And in the year 2006,
shows a variance of anywhere from a negative $250 billion to a
positive $1 trillion in that sixth year alone. The uncertainty in the
fan chart is based on CBO’s past forecasting record. This is their
own analysis of what has happened over this period.2

Now, today, we are going to have a chance to hear from a distin-
guished panel of witnesses, and we really do have I think an out-
standing group. We are going to limit opening statements to the
chairman, our former chairman, and myself, then we are going to
go to the witnesses. We are going to limit them to 7 minutes each,
ask them to include their full statements as part of the record.
Then we will go to a questioning round with each Senator having
7 minutes for a statement and questions, however they choose to
divide up the time.

With that, I just want to, again, acknowledge our witnesses, and
I will introduce them after our ranking member has a chance to
make whatever opening statement he would like to.

We will turn to Senator Domenici, my very able colleague, who
has served this committee, and the Senate, and the country in a
very distinguished way over a long period of time.

Senator Domenici.

Senator DOMENICI. Thank you, Mr. Chairman.

Senator Clinton, it is good to be with you. I was sorry I was late.
I had to be at two places at once and, frankly, you know what? I
should not have tried because the other event I could not stick
around long enough to do it, so I just spent my time walking back
and forth in order to not be too late here. So that is not a very typ-
ical senatorial set of events, but I might as well confess it.

I am glad to have these three distinguished witnesses. The way
I see it, they are going to make an effort to give us some short-
term evaluations on where things are. I want to, since I hear you
commented about Alan Greenspan’s thoughts regarding produc-
tivity, he just recently spoke last week, and he said when the 2.5
productivity growth estimate came out, a lot of people thought it
was overly conservative. What one may readily argue at this stage
is that it is less conservative than it was at the time that it was
done, but I do not see anything in the data, per se, at this par-

2CHART NOT AVAILABLE AT PRESS TIME.
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ticular point, which should lead one to make any major revisions
of the current surpluses.

So you said you would like to know what he said, and my staff
remembered that he just said it. So we thought we would—we even
knew you were going to ask that question. [Laughter.]

Senator DOMENICI. Anyhow:

Chairman CONRAD. I am glad you did.

Senator DOMENICI. I would just like to say to the chairman this
is his first morning presiding as chairman, and I wish him well.
I cannot say I wish him extreme longevity as chairman
[Laughter.]

Senator DOMENICI [continuing]. But he understands if that hap-
pens to be the fate of the Senate, we could surely do an awful lot
worse. You will do a good job as chairman, and I look forward, in
the foreseeable future, working with you. We might disagree on fis-
cal issues or tax issues, but I believe we do understand, with a
great deal of civility, and we do have good will between us, and
that counts for a lot around here.

Now, having said that, I think it is useful on the record here
quickly to remind the members of the committee and our witnesses
that this assessment that we are talking about here this morning
is already underway at the Congressional Budget Office, as re-
quired by the Budget Act, and that their estimates, and those of
the administration, will be up here on the Hill and publicly con-
sumed and available in July or early August.

So you all are going to be talking about some things. We are
going to see how close to what they say—they are a little more offi-
cial than you, but not necessarily more right than you. I hope you
know that. And nobody can deny that the economy has slowed
down in the first half. However, again, I think it is important to
point out that the budget we worked from assumed a dramatic
slowdown in the economy from 5 percent growth rate last year to
2.4 this year.

That is one of the assumptions that they made, which puts them
on the side of being pretty observant with reference to what was
happening. And even with that projected slowdown, and with the
enactment of the tax cut directed by our budget resolution, and
even with the technical updates in May, Mr. Chairman, you re-
ceived a letter from CBO last week that estimates a budget surplus
of $200 billion for the current fiscal year. And excluding the Social
Security and Medicare surplus and whatever we have already obli-
gated, there is still a surplus estimated to be over $16 billion this
year.

Now, nobody, even these distinguished economists, can predict
the course of the economy with precision, particularly at this time.
There is always uncertainties in any economic forecast, and surely
they would acknowledge that here today. I will not even ask the
question, I will just assume it.

So I think this is sort of a short-term review for us. It may be
helpful. Certainly, it will not be harmful. And in the short term,
there are some interesting complications for the forecasters, and I
would just put them forward. What will be the impact on the econ-
omy of the $70 billion in tax credits and checks that are going to
be issued in the next few months? Now, even if one says that can-
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not have a big macroeconomic impact, I wonder what it will do to
the consumer confidence issue, which has been turning up a little
more positive of late and moving in a positive direction.

How will the Fed’s 250-basis-point reduction in interest rates and
the possible future reductions affect the economy in the coming
months? And I note that the interest rates on 3-month T-bills are
nearly 100 basis points lower today than what we assumed when
we prepared the resolution, Mr. Chairman. As for me, I believe
both the monetary and fiscal policy stimuli put in place since the
CBO economic forecast last winter will have some positive effect.
How much? Clearly, I am not smart enough to know, but some I
am certain.

Clearly, there will be offsets to these economic stimuli, mostly on
the global front. We cannot do much about that. We try very hard,
but weakness in Europe, and Asia, and growing trade intervention-
type attitude such as the EU blocking a G.E.-Honeywell and a lot
of other big noises from trading partners, clearly, all of those would
indicate that things may not be as good as we would like.

Let me conclude on one last point. Much of today’s discussion I
assume will be about productivity. That is an interesting subject,
and I think we both worked on the assumption last year that Alan
Greenspan was correct, that we had a new economy and produc-
tivity was substantially more than it had ever been in the past.
The chairman of the Fed has repeated twice that he still believes
that kind of set of differences do apply in this economy and that
it will come back and the new economy will bring productivity back
strong.

It is a volatile statistic that we are talking about. During the last
period of rapid productivity growth, that is, from 1948 through
1993, productivity growth averaged 2.9, but was often negative. It
was 2.9 average, but it was often negative, if we knew what we
were doing. I am wondering whether we know how to measure pro-
ductivity. But let us say, to the extent that we are all doing it, we
kind of think we know.

So I look forward to the testimony this morning, Mr. Chairman,
and I look forward to tomorrow’s, and I hope I can be with you for
the whole session tomorrow also.

Thank you very much.

Chairman CONRAD. Thank you very much, Senator Domenici. As
always, you have observations that are useful to all of us, and we
appreciate very much your participation.

We really have two things going on here: One is we know there
is some slowdown in the economy. It appears now, what the con-
sensus forecast, the economic growth is below that what was pro-
jected early by the Congressional Budget Office, and then we have
this longer term question, the question of productivity growth.

One of the reasons we thought it was important to have this
hearing is there was a very thought-provoking article in The Econ-
omist, in the May 12th edition, suggesting that the productivity
growth that undergirds the long-term forecast may be overly opti-
mistic. Certainly, it is a much higher rate of productivity growth
that is in the forecast, and we saw in the 20 years from 1974 to
1995, but it is lower than the productivity growth we saw in more
recent years.
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One of the questions that we really need to probe today is what
can we expect, reasonably expect, in terms of productivity growth
over the next decade? Because it has enormous implications for the
Federal budget. About every one-tenth of 1-percent change, one-
tenth of 1-percent change in productivity growth, alters our pro-
jected budget surplus by over $200 billion. So this has enormous
implications for the budget going forward, and that is the reason
we thought it would be useful to have this hearing today.

We have a very distinguished group of witnesses, starting with
Dr. Baily, who is with the Institute for International Economics in
Washington. He is the former chairman of the Council of Economic
Advisers under President Clinton; Dr. Bill Dudley, who is with us,
as well, who is director of the U.S. Economic Research Group at
Goldman Sachs and was named the managing director there in
1996. He is responsible for the economic and interest rate forecasts
for the United States; and Mr. Wesbury, Brian Wesbury, who is
vice president and chief economist of Griffin, Kubik, Stephens &
Thompson.

We welcome you all. This is a distinguished panel of witnesses,
and we will start with Dr. Baily. We would ask if you would sum-
marize your testimony in about 7 minutes, and then we will go to
the other witnesses and then have time for questions.

STATEMENT OF MARTIN N. BAILY, SENIOR FELLOW,
INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BaiLy. Thank you. Thank you, Mr. Chairman, Senator
Domenici and members of the committee. It is a great privilege for
me to have the opportunity to testify here.

You know, Harry Truman said he did not like two-handed econo-
mists—on the one hand, on the other hand—but I am going to be
one, I am afraid, because I think the theme of my own testimony
is that there is a tremendous amount of uncertainty, and I am
echoing, Mr. Chairman, what you said earlier.

I am basically pretty optimistic about the U.S. economy. I think
it is going to recover either toward the end of this year or in early
next year from its cyclical problems. And I am also pretty opti-
mistic about productivity growth going forward, thinking that it
will probably be in the 2- to 2.5-percent range, which is a bit below
what we had in the last 5 years, but substantially better than what
we had over the 20-year period.

But at the same time—and in the Economic Report of the Presi-
dent that we issued in January 2001, we did talk about a new
economy—but at the same time, there is a tremendous amount of
uncertainty around that. And with the benefit of hindsight, I wish
perhaps in the report we might have been a bit more forceful in
saying that the term “new economy” really carries no guarantee of
a continuation of economic growth at the same pace in the years
to come that we had, and we tried to make that clear, but I am
perhaps a little concerned that the term “new economy,” that not
only I use, but obviously a lot of other people, conveyed a little bit
more certainty than actually exists and certainly more certainty
that was maybe justified by the evidence or our intention.

And I note that Chairman Alan Greenspan, while he has indeed
commented on the strength of productivity and been a supporter of
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the new economy, he has also, I think, in his statements, talked
about the uncertainty and made the same point that we do not
know how long this rapid rate of productivity growth will go on.

So why is there so much uncertainty? In my testimony—and I
would ask that my written testimony be introduced into the record,
if that is permissible—there was a sort of view of the economy that
came up I think during the days of Kennedy and Johnson, a men-
tor of mine, Arthur Okun, developed this notion of potential output.
And that said we had a fairly predictable view of what the long-
term growth of GDP was going to be, and underneath that, of
course, was a view of productivity growth and labor force growth,
and some fairly stable view of what kind of unemployment rate the
economy could operate at.

And that meant that 10-year budget forecast, you know, maybe
things were going to be less than you expected this year, but you
would bounce back and maybe be a bit better than expected next
year, and you would sort of bounce around this fairly stable trend
of potential output growth.

I think, unfortunately, we have learned over the last 25 years or
so that it “ain’t” that simple, and there is much more uncertainty
in trying to predict that potential growth than we had ever
thought. We had this problem in the early 1970’s. The forecasters
at the time, careful forecasters, kept thinking we were going to go
back to the period of rapid productivity growth, rapid potential
GDP growth, and we kept missing the mark. And so there was a
lot of overoptimism about growth in the 1970’s.

There was also overoptimism in the 1980’s. I think there were
some, perhaps, views that the supply side effect of tax cuts were
going to be larger than those that actually materialized, and so
again we got some overoptimistic views of growth, and we ended
up with large deficits in the 1980’s.

So I think we have learned that the errors can go either way, but
there is really no such thing as a stable growth of potential output
that we can count on. That means, I think, from the point of view
of this committee and from Congress, generally, that you have to
plan the budget sort of around that uncertainty, recognizing the ex-
istence of that uncertainty, and making sure that the plans that
you make are going to be consistent with either strong growth or,
perhaps, somewhat weaker growth.

In my testimony, then, I talk about a sort of good news scenario.
As I said, I am basically an optimist. I think we will bounce back,
and I think we will get solid productivity growth, but perhaps the
bad news about the good news scenario is that it is pretty much
built into the existing CBO estimates, and you mentioned this al-
ready; that they had built in a 2.7-percent potential growth rate or
a 2.5-percent actual growth rate of productivity and a cor-
responding pretty strong growth of GDP. Now, that led them to a
$3.1-trillion estimate of the on-budget surplus over the 10-year pe-
riod. Now, given that we have passed a tax cut, so that baseline
would come down to something like $1.7 trillion.

Now, what I mention in my testimony is supposing, and I think
I am going to echo something you said earlier, Mr. Chairman, that
if we even drop to 2-percent productivity growth, which would still
be pretty good, it would still be a lot better than we had for 20
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years, that would take the estimate of the surplus down by about
a trillion dollars. So just a few tenths, just a half a percentage
point lower productivity growth would end us up with really much
lower surplus.

Now, the other thing that I talk about is, if things, if we don’t
get the good news scenario, if, in fact, productivity growth does
slow, perhaps slows a little bit more than 2 percent, there are a
lot of things that potentially could come unraveled as a result of
that; that the low unemployment, the low inflation, the strong dol-
lar, the strong stock market, all of those things, in some sense,
have been the result of this very strong productivity growth per-
formance. So, if that starts to weaken, a lot of those things could
come unraveled. We could get some return to the stagflation period
that we had in the 1970’s, when productivity growth slowed down.

Again, I am more optimistic than that, but I do not think we can
rule this possibility out at all. After all, we had 1.5-percent growth
for about 20 years. I certainly do not think we can rule out a re-
turn to that. And if that is the case, the whole budget situation
changes dramatically.

CBO, in their January forecast, pointed out that a pessimistic
scenario, which meant in their case a return to 1.5-percent produc-
tivity growth and some somewhat more conservative views of the
revenue collection would take the $3.1-trillion on-budget surplus
down to a deficit of over $500 billion. Now, given that we have had
a tax cut, we would get something, $1.8/$1.9-trillion deficit under
that more pessimistic scenario.

So, to wind up, and I realize that I am out of time here, in some
previous testimony that I gave to the House, I outlined my view fa-
voring fiscal discipline over large tax cuts. I think there are a num-
ber of reasons that I give that we should look ahead to the prob-
lems of the Social Security and Medicare system and the need that
they will have to deal with the baby boom generation. I mention
the fact that having a large tax cut at a time when we are running
a current account deficit of about 4.5-percent of GDP seems to me
a move in the wrong direction. We need to increase national sav-
ing, not to decrease national saving.

And, after all, the new economy that developed, developed in an
environment of fiscal discipline. So, you know, if it worked, let us
kind of keep that fiscal discipline going.

And, finally, I think some of the surplus projections may not be
realistic on the spending side, and I know both parties want to
keep spending under control, but I think there is a question of
whether the spending projections really are realistic, given the
need, on the defense side, and for health care, and education, and
environmental investments.

So, again, this testimony focuses on the economic uncertainty
that you drew attention to. I am basically an optimist, but I don’t
think we can necessarily plan our budget just on the basis of that
optimism. We have to think of both sides and both possibilities.

[The prepared statement of Mr. Baily follows:]
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Summary

U.S. economic performance was extraordinary in the 1990s, particularly after 1995. Real
GDP grew at 3.6 percent in 1996 and over 4 percent in each year from 1997 to 2000,
Growth actually exceeded 6 percent from the middle of 1999 to the middle of 2000.
Unemployment reached the 4 percent level and inflation remained restrained, aside from
the impact of rising energy prices. A key reason for this strong performance was a shift
to faster productivity growth after 1995.

Unfortunately, this recent strong period provides no guarantee of a continuation of
economic growth at the same pace in the years to come. On page 28, the January 2001
Economic Report of the President states:

The fact of a shift in the trend of structural productivity growth does not
tell us how permanent that shift will turn out to be.....We could be
observing not a long-term shift to a faster productivity growth rate but
simply a shift to a higher level of productivity, with faster growth for a
while followed by a return to the pre-1995 trend.

Over the past 25 years our ability to predict the growth of GDP and to predict the long-
term fiscal position of the economy has been poor. An important reason for this is the
uncertainty in the productivity trend. Good news about trend productivity not only adds
to GDP growth directly, it also generates a virtuous cycle of good news about inflation,
unemployment, budget surpluses, interest rates, the stock market, and investment. Once
the ball gets rolling it gathers speed. On the down side, the pattern works in reverse. A
return to slower productivity would unleash a cycle of problems that could end up
eliminating the projected budget surpluses. Slower productivity growth would worsen
inflation and weaken the dollar. It would lower real wage growth and trigger a worsening
of the wage price spiral. And of course there would be less GDP and less tax revenue.

CBO, in its January Budget and Economic Outlook, forecast an on-budget surplus of $3.1
trillion for 2002-2011. Since then a $1.35 trillion dollar tax cut has passed, bringing this
projected surplus down to $1.75 trillion. If productivity growth were to be 2.0 percent a

year, going forward—slower than CBO’s forecast, but still a pretty strong performance--
this would reduce the surplus by about $1 trillion, to around $750 billion.

CBO considers a pessimistic scenario with 1.5 percent productivity growth and lower
revenue collection (Table 5-3). In this case the 33.1 trillion on-budget surplus is
transformed into a deficit of 85235 billion—a $1.88 trillion deficit counting the tax cut.

I remain optimistic about the economy and believe it reasonable to expect productivity
growth of 2 to 2% percent per year once renewed expansion is underway. But the current
risks in the budget forecast are mostly on the downside and sound budget planning should
recognize these downside risks and should not use up surpluses we do not know we have
and that may never materialize. Maintaining fiscal discipline is a top priority.
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Getting Perspective on the New Economy

In the Economic Report of the President published in January of this year, we described
the extraordinary economy of the 1990s, and particularly the spectacular performance
since 1995. Real GDP grew at 3.6 percent in 1996 and over 4 percent in each year from
1997 to 2000. Growth actually exceeded 6 percent from the middle of 1999 fo the middle
0f 2000. Unemployment reached the 4 percent level and inflation remained restrained,
aside from the impact of rising energy prices. Chart 1 illustrates.

These indicators of a strong economy had a counterpart in better living standards for
Americans. Incomes grew strongly across the board (Chart 2), the poverty rate declined
and real wages increased. The 50 percent of so of American families that own stock also
saw their wealth increase sharply.

A key reason for this strong performance was the turnaround in productivity growth.
After 25 years of rapid growth in output per hour after World War II, the productivity
trend slowed sharply after 1973 and remained sluggish through 1995. From 1995 to
2000, a new trend emerged with productivity growing at close to 3 percent a year,
signaling to many a return to the strong growth years of the 50s and 60s. An open
competitive US economy was taking advantage of new technologies to increase its
efficiency, changes described as a “new economy”. The rate of productivity growth is a
key driver behind GDP growth and increasing living standards.

With the benefit of hindsight, January’s Report could have been more forceful in saying
that the term “new economy” carried with it no guarantee of a continuation of economic
growth at the same pace in the years to come. For the careful reader, the qualifications
were certainly there. On page 28, for example, the Report states:

The fact of a shift in the trend of structural productivity growth does not
tell us how permanent that shift will turn out to be.....We could be
observing not a long-term shift to a faster productivity growth rate but
simply a shift to a higher level of productivity, with faster growth for a
while followed by a return to the pre-1995 trend.

But despite this caveat, the term “new economy” may have conveyed more certainty
about the future course of the economy than was justified by the evidence, or intended by
our own use of the term.

I am basically optimistic about the future of productivity and growth in the U.S.
economy. But enthusiasm for the past performance of the economy and for the
continuing changes taking place should not blind us to the considerable uncertainties in
forecasting the future, both short term and longer term
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Why is There So Much Uncertainty?

There is a view of the economy that served policymakers well in the past as a guide to
economic policymaking. This view was developed by Arthur Okun, in his days with the
Kennedy and Johnson Administrations, when he defined “potential GDP” as the level of
output characterized by full employment and full utilization of capital, but no excess
demand pressure or over use of capital or labor. Potential output grows over time at a
rate determined by the trend rate of increase in productivity and the increase in the size of
the labor-force. In Okun’s time, both the productivity trend and the growth of the labor
force were fairly predictable. The point at which labor and capital are fully used was
stable. And so potential GDP growth was also seen as predictable.

This view of the economy did not imply that short-term economic forecasting was easy;
quite the contrary. In any given year, the actual level of GDP might be above or below
potential, depending upon whether demand was stronger or weaker than potential GDP.
Considerable experience has shown that predicting the short-term ups and downs of the
economy is not something that can be done with any precision. Chart 3, for example,
shows the evolution of the Blue Chip consensus forecasts for the growth of GDP in 2001.
As late as November 2000, the forecasters were saying that real GDP would grow at 3.4
percent in 2001. In the latest forecast, the consensus is down to 1.8 percent.

This uncertainty about the short term has always made it difficult for the President and
the Congress to predict the size of the budget surpluses that would materialize in the
coming fiscal year. But in the simple Okun world I have described, uncertainty about
the short term did not lead to exploding uncertainty over the longer term. As long as the
growth of potential output was predictable, there might be one or two years in which
recession resulted in a deficit, but this would then be offset by a year or two of rapid GDP
growth when the deficit would shrink or be eliminated. The uncertainties year by year, in
this view, were partially offsefting.

Unfortunately, over the past 25 years our ability to predict the growth of potential output
and to predict the long-term fiscal position of the economy has not turned out to be
good—to put it mildly. Some of this budget uncertainty relates to technical factors like
assumptions about growth in health care costs and, most recently, the amount of revenue
likely to be generated by each dollar of GDP. And, of course, subsequent legislation
alters budget outcomes. But I want to focus in my testimony on the uncertainty in the
€conomics.

Experience since the early 1970s has taught us that, contrary to the simple Okun world,
there can be times when the economy does not revert back to prior estimates of its
potential GDP. The economy starts to do well and continues to do well, or it starts to do
badly and continues to do badly. During the 1990s, and particularly in the second half of
the decade, the economic forecasts were consistently on the pessimistic side. We kept
thinking that the economy must slow down, bringing GDP back closer to our estimate of
the path of potential GDP. And of course, the economy kept growing rapidly.
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In earlier periods, the errors were in the opposite direction. We know now that the trend
rate of growth of productivity and GDP slowed after 1973. But careful forecasters at the
time, thought that potential output growth would return to the more rapid pace it had
achieved for the 25 years prior to 1973. The same mistake was made in the 1980s, for a
different reason, when over-optimistic projections were made of the supply side effects of
tax cuts.

In large part, the reason for these mistakes is the uncertainty in the productivity trend,
which makes potential output growth harder to predict than we thought. But the problem
is actually more complicated than this. Good news about trend productivity generates a
virtuous cycle of good news about inflation, unemployment, budget surpluses, interest
rates, the stock market, and investment. Once the ball gets rolling it gathers speed.
Faster productivity growth lowers inflation and increases real wage growth. This
improves the situation in the labor market and allows the economy to operate for an
extended period with lower unemployment and higher GDP. The return to capital
investment goes up, encouraging more investment, raising stock market prices and
continuing the strong growth.

On the down side, the pattern works in reverse. A return to slower productivity would
unleash a cycle of problems that could end up eliminating the projected budget surpluses.
Slower productivity growth would worsen inflation and would likely weaken the dollar.
It would lower real wage growth and trigger an adverse wage price spiral. And of course
there would be less GDP and less tax revenue.

The million dollar question, or, I guess, the trillion dollar question, we face now,
therefore, is whether the current slowdown will be brief and followed by a return to rapid
growth, or whether we have set off down a path of slower growth and budget weakness.

The Good News Scenario

There is a case to be made that the bad news is mostly behind us. Despite the collapse of
technology stocks, the overall stock market has held up pretty well and so has
consumption, housing and auto sales. While there are many things I disagree with in the
recently passed tax cut legislation, the immediate effect of the tax rebates will be to boost
consumption later this year. The worst seems to be over on energy prices and a large part
of the inventory adjustment has been completed. Core inflation has increased in the early
months of this year, but overall inflationary pressures seem muted.

The likely reasons for faster productivity growth do not seem to have gone away. Intense
global competitive pressure keeps companies looking for ways to cut costs and raise
productivity. The advances in computing, telecommunications and software are
continuing and most of the benefits of the Internet are still in the future.

But I want to caution that there is some bad news about this good news scenario: this is
the scenario that is already built into the budget projections. The risks seem to be on the
downside. In January, the Congressional Budget Office projected that trend productivity
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would grow at 2.7 percent a year. They recognized that the cyclical growth slowdown
would result in actual productivity growth below this level, but they still assumed a 2.5
percent growth rate over ten years—basically a continuation of the very strong trend of
the late 1990s. In some other respects the CBO was relatively conservative in its
economic estimates, so I am not saying that their predictions were out of line with the
views of many economists at the time. But based on what we know now, the January
estimate of a $3.1 trillion on-budget surplus in the 10-year budget horizon was premised
on a continuation of very good economic news. This is reinforced by the fact that CBO is
pretty optimistic in its estimates of the revenues to be expected from their economics.

Since their baseline projection was made, a $1.35 trillion tax cut has passed.
Other things equal, this will reduce the baseline surplus projection to $1.75 trillion.

Consider now a scenario, based on good news, but not quite such good news.
Suppose productivity growth were 2.0 percent over ten years, instead of 2.5 percent. This
would reduce real GDP growth and would mean that over the period 2002-2011, the
surplus would fall by about a $1 trillion." The ten-year surptus would now be down to
around $750 billion. And I am still talking about a good news scenario.

The Bad News Scenario

A specific reason for concem that this optimistic economic and budget outcome will not
be achieved is that in the current slowdown investment in high-tech has fallen so hard.
Most economists find that a major contributor to the rapid growth of the 1990s was the
boom in high-tech investment. The high-tech sector itself contributed directly to faster
productivity growth, and the industries buying the equipment were able to increase their
productivity. But it looks now as if there was significant over-investment in this area,
particularly in telecommunications. The high-tech sector is currently very weak and
likely to remain so for a while and we may well not see a resumption of very high levels
of investment for a while. Several economic forecasters are lowering their estimates of
potential growth because of this fall in investment. Productivity growth was only 1.4
percent a year from 1973 to 1995 and a return to that level is not impossible.

In addition, the unemployment rate is rising and is likely to continue to rise. If
productivity weakens, this will raise the possibility of stagflation, just as we saw in the
1970s when productivity slowed. A slowing of productivity means that unit labor costs
increase faster, contributing to some combination of higher inflation or higher
unemployment. The dashing of expectations about productivity growth would have an
adverse effect on the stock market and investment and on consumer confidence and
spending.

Finally, there are international trade and currency implications. Many experts believe the
current weakness in the Euro is out of line with long run market equilibrium, so some

' According Table B-1 of CBO’s January Outlook, 0.1 percent slower GDP growth reduces the surplus by

$244 billion. A drop of 0.5 percent a year in non farm productivity translates into a decline of about 0.425
percent a year in GDP growth. $244 billion multiplied by 4.25 yields about $1 trillion.
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adjustment of the exchange rate to the dollar would be appropriate. But a sudden loss of
confidence in the U.S. economy could trigger a rapid decline in the dollar and perhaps an
overshooting in which the dollar falls below its equilibrium level, which would
exacerbate inflation.

In short, if things start to go badly, there may be not just a minor shortfall in the budget
estimates, there could be a major shortfall. In January, CBO reported a pessimistic
scenario with 1.5 percent productivity growth and lower revenue collection per dollar of
GDP (Table 5-3). In this scenario the $3.1 trillion on-budget surplus 2002-2011 is
transformed into a deficit of 8525 billion—a $1.88 trillion deficit counting the tax cut.
This amount of downside risk in the forecast is certainly not out of the question.

Conclusions for Budget Policy

In previous testimony I have outlined my reasons for favoring fiscal discipline over large
tax cuts.” First, if large on-budget surpluses do materialize, they should be used in part to
address the long run deficit problems of Social Security and Medicare. The long run
fiscal position of the federal government is not good, given that the baby boomers will
soon be moving into retirement. Second, a large tax cut is particularly bad policy at a
time when the United States is running a current account deficit equal to about 4 %4
percent of GDP. We need to increase national saving, not decrease it over the next ten
years. Third, while a stimulus to the economy is fine now, it will not be fine later. A tax
cut shifts the mix of monetary and fiscal policy, raises interest rates, discourages housing
and dampens investment and productivity growth. Fourth, the new economy emerged at
a time of extraordinary fiscal discipline. Fiscal discipline did not create the new
cconomy but it helped start the virtuous cycle going. Why change now? Fifth, the
surplus projections, based on existing policy, may not be realistic on the spending side.
Both parties agree that Federal spending should be controlled, but both parties also agree
on the importance of a strong national defense and social investments in health, education
and the environment. Spending over the next ten years may continue to decline as a
share of GDP, but probably not as fast as assumed in the budget projections.

My testimony today has focused on economic uncertainty. There is always great
uncertainty about the path of the economy over ten years and today we face unusual
uncertainty as we wait to find out more about the durability of the acceleration of
productivity and GDP growth that took place in the latter 90s. I remain optiristic about
the economy and look forward to productivity growth of 2 to 2 ' percent a year once
recovery is underway. But the current risks in the budget forecast are mostly on the
downside and sound budget planning should recognize these downside risks and should
not use up surpluses we do not know we have and that may never materialize.

? Testimony prepared for the Subcommittee on Domestic Monetary Policy, Technology and Economic
Growth of the U.S. House of Representatives Committee on Financial Services, March 29, 2001
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Addendum: The Nature of the Recent Growth Slowdown

We are probably not currently in a recession, and there is a good chance recession will be
avoided, as a result of the sound fundamentals of the economy and the prompt and
effective actions of the Federal Reserve. Even.without recession, however, this has been
a pretty dramatic period of slowdown. Table 1 reports the extent of the declines in the
rates of growth that took place in the previous postwar recessions and includes the current
slowdown. The rate of economic growth prior to this slowdown was faster than the
period leading up to any previous postwar recession. And the drop in the growth rate, at
4.6 percentage points is larger than occurred in many recessions. This has been a big
shock to the economy, including the financial system.?

What have been the sources of the slowdown, compared to previous episodes? Table 2
shows, for each episode, the percentage of the decline in growth shown in Table 1 that
was due to declines in the growth of inventory investment, equipment investment and so
on.* Compared with the average of all postwar cycles, the current slowdown is not
atypical. Inventories, equipment investment, and consumption all make substantial
contributions. Since imports fall in a downturn, the net export component tends to
support growth, hence the negative sign.

The surprising features of the current slowdown are, first, that inventories are playing a
big role, despite improved inventory management methods. The new tools and
techniques did not stop U.S. businesses from being caught with excess inventories. In
fact the improved speed of communication in the economy may have encouraged a
speed-up in the adjustment of inventories. Second, equipment investment played a much
bigger role in the recent slowing of growth than in the typical recession of the past thirty
years. This part of GDP had become much more stable since the 1950s and 1960s. The
current investment slump is a hangover from the investment boom, including some over-
investment, during the period of rapid growth. Third, other investment has held up very
well. The housing sector responds to interest rates, and it slumped in early 2000 when
rates were rising. Following the Fed actions to cut interest rates, the housing sector
picked up, providing a buffer against the impact of the depressed manufacturing sector.

3 The growth slowdown is defined as the average annual rate of GDP growth over the three quarters
following the cyclical peak compared to the growth over the four quarters up to and including the peak.
For the current slowdown the “peak” is taken as the second quarter of 2000.

* The average contribution of cach element of GDP to growth (reported quarterly by the Bureau of
Economic Analysis) is computed for the three quarters after the peak and the four quarters up to the peak.
The difference in contribution expressed as a percentage of the slowdown shown in Table |, reflects the
impact of each element of GDP to the overall slowdown Aside from rounding errors, the contributions
sum to 100 percent.
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Table 1: Magnitude of Economic Slowdown

Growth Rate Growth Rate
After Peak »

Up to Peaka
1948-1V 3.7
1953-1l1 5.6
1957-1l1 3.1
1960-11 21
1969-1IV 1.9
1973-Iv 4.1
1980-1 1.5
198711l 44
1990-111 1.7
2000-1 6.1

-0.7
-2.6
-4.0
0.7

1.3
-2.1
-0.4
-3.1
-1.0

1.5

Difference
4.3
8.1
7.1
2.7
0.7
6.2
1.9
7.5
2.6
46

a Average annual growth rate for peak quarter and three preceding quarters

b Average annual growth rate for three quarters following the peak quarter

Source: Bureau of Economic Analysis, authors' analysis

Inventories
89.2
111
22.8
16.0
115
441
-2.4
60.7
41.2
43.4

33.8
32.0

Table 2: Percent Contribution to the Growth Sliowdown

Equipment
& Software
37.8
246
26.5
46.0
64.7
13.3
28.7
16.5
7.9
34.2

30.0
276

Other Private Net
Investment Consumption  Exports
1.1 13.7 -55.5
-1.6 314 -8.3
24 30.1 18.4
-9.8 88.3 5.1
227 271 -21.4
155 19.5 15.2
13.0 34.2 -27.1
16.3 17.4 -10.1
25.2 66.6 -40.8
-0.8 30.4 -16.0
9.4 359 -14.1
12.0 30.3 -13.1

Source: Bureau of Economic Analysis, authors' analysis.

Government
Consumption
3.1
424
-0.2
-45.1
0.6
7.7
53.7
-1.0
-0.2
8.5

54
0.2
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Chart 1: GDP growth, Unemployment rate,
and Core inflation 1991-2000
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population.
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Growth in household income since 1993 has been both stronger and
more equally distributed than it was over the previous 20 years.
Chart 2: Growth in Real Household Income by Quintile, 1973-93 and 1993-99
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Sources: Bureau of Economic Analysis and Bureau of Labor Statistics.
Source: Department of Commerce (Bureau of Labor Statistics). Chart reproduced from
Economic Report of the President 2001.
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Chart 3: Changes in Consensus Forecasts of

Real GDP Gowth for 2001
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Chairman CONRAD. Thank you, Dr. Baily. We appreciate very
much your testimony.

Now we will hear from Dr. Dudley. Welcome. It is good to have
you here.

STATEMENT OF WILLIAM C. DUDLEY, CHIEF U.S. ECONOMIST,
GOLDMAN SACHS & CO

Mr. DUDLEY. Thank you, Mr. Chairman.

I certainly agree with Martin that the budget outlook is highly
uncertain, both over the next year and the next decade. And I
think I agree with him that the risks are not symmetric. I think
they are heavily skewed to the side that the budget surpluses fall
short of projections, even assuming that Congress and the adminis-
tration maintain tight control of discretionary spending.

In particular, from my perspective, the revenue estimates appear
too optimistic for two reasons:

First, the amount of tax receipts generated for each dollar of eco-
nomic activity is likely to decline and not only because of the tax
legislation that was recently enacted. Put simply, the surge in tax
receipt revenue we got during the latter half of the 1990’s was not
just a result of faster economic growth, it also reflected the con-
fluence of factors such as increasing inequality in terms of income
gains, a rise in the profit share of income, and a surge in capital
gains tax receipts. Most, if not all, of these factors are in the proc-
ess of reversing course.

Second, the long-term growth rate of the economy may not be as
high as anticipated. In particular, if the investment boom of 1990
and 2000 was based on overly optimistic assumptions of future
profitability, as appears to be the case, then investment spending
will not recover quickly. In that event, the pace of capital deep-
ening will slow. That suggests the productivity growth is likely to
decline from its lofty 1999-2000 pace on a longer term basis.

Turning, first, to the near-term budget outlook, there are a num-
ber of reasons for concern that the current Congressional Budget
Office revenue projections may be overly optimistic.

First, it appears that the profit share of income is falling sharply.
For example, we estimate that the pretax profit share of GDP in
2001 will be only 8.4 percent, compared to 9.5 percent last year.
This is important for the budget outlook because a dollar of profit
income generates more revenue than a dollar of personal income
because the average tax rate on corporate income is significantly
higher.

The profit share of income is declining for three reasons. The
profit share is cyclical. When the economy slows sharply, profits
typically bear the brunt of the adjustment. That is happening this
time. Second, profits are under pressure because compensation
costs are rising more quickly because of the tightness of the labor
market and due to rising energy prices. And, third, the investment
bust is leading to a sharp downturn in profitability among high-
tech companies.

The impact of the profit squeeze on Federal tax receipts is al-
ready becoming evident. Estimated corporate tax payments for the
June 15th tax date fell sharply down more than 25 percent from
just a year ago. We estimate the corporate taxes could fall $15- to
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$20 billion short of the CBO’s projections for the current fiscal year
and $20- to $30 billion short for fiscal year 2002.

Second, personal income tax receipts could also prove to be dis-
appointing. In recent years, these receipts have been boosted by the
strength of the U.S. equity market.

The strong stock market boosted income tax receipts in two
ways:

One, through the exercise of stock options which were a signifi-
cant component of compensation; and, two, through capital gains
generated by the rapid appreciation of the equity market. Unfortu-
nately, we do not have good, timely data on options in capital gains
income, but it is interesting to take a look at the projections of the
State of California.

The State of California recently estimated that the exercise of
stock options contributed more than $80 billion to personal income
in 2000, up from $50 billion in 1999. This year, they project a 37-
percent decline, and that is based on a NASDAQ that is assumed
to rise sharply from the current level. The California budget revi-
sion statement suggests that there is going to be a sharp drop ex-
pected in California from tax receipts from that source.

If you broaden this out to the country as a whole and assume
that tax option income for the country as a whole is at least two
to three times the size registered for California, this could translate
]ioniclo a revenue shortfall from this source in the range of $25- to $40

illion.

Second, on the capital receipt side, it appears that realizations
continued to rise very sharply in 2000 in response to prior rapid
gains in equity prices. The problem is that such strong capital
gains receipts appear unsustainable. After rising more than 20 per-
cent from 1996 to 2001, according to CBO’s estimates, if the equity
market doubled, it now appears that capital gains receipts are like-
ly to turn down. I would argued that the Congressional Budget Of-
fice’s estimate that there will be only a 3-percent drop in capital
gains tax receipts next year is quite optimistic in light of the fact
that the stock market is down more than 20 percent from its peak
in early 2000.

If you assume, instead, the capital gains tax receipts fall back to
the level reached in 1999, the stock market was roughly at the
same level now as it was then, that would imply a shortfall of
about $27 billion relative to CBO’s current projections. Taking all
of these factors together, corporate tax receipts, declines in per-
sonal income tax receipts due to options, related income and lower
capital gains tax receipts, I would anticipate that we will see a
shortfall in tax receipts in the range of $50- to $75 billion in 2002,
relative to the CBO’s January projections.

Obviously, if income tax receipts disappoint in 2002, they will
have negative consequences for the long-run budget outlook. But
even apart from what happens in 2002, there are reasons to be con-
cerned that the long-run budget surplus projections are too opti-
mistic.

Most importantly, the risk is that the long-term growth rate of
the economy could fall short of expectations. As you know, in recent
years, productivity growth has risen, and this has caused the CBO
to raise its long-term growth projections. Unfortunately, our work
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suggests that some of that rise in productivity growth is likely to
be unsustainable. A portion of the productivity gains was due to
the investment boom which led to a rise in the pace of capital deep-
ening and thereby increased the output per hour worked.

This can be seen quite clearly in the contrast between the con-
tribution of capital deepening the productivity growth during the
1950 to 1998 period compared to the boom years of 1999 and 2000.
In the early period, the contribution to productivity growth from
capital deepening was only 0.7 percent per year. In 1999 and 2000,
that spiked up to 1.6 percent a year, more than twice as high.

In our view, this rise was unsustainable because the investment
boom itself could not last. It was based on profit expectations that
were overly optimistic. In essence, firms mistakenly interpreted
profits associated with the boom for profits that were sustainable
on a long-term basis. When this error became clear, investment
spending collapsed, and with it the rapid productivity gains that
we have seen in 1989 and 2000.

We estimate that the rate of return on capital is consistent with
the growth rate of the capital stock of about 3- to 3.5-percent per
year. This compares to a peak growth rate of about 5 percent in
2000. In our view, this implies a secular trend of productivity
growth right in the middle of Martin’s range of 2.25 percent, con-
veniently, down below the CBO’s estimate, which is sort of in the
2.5/2.75-percent range.

Details of our analysis of why the secular of productivity growth
is only 2.25 percent going forward is contained in this paper, “U.S.
Investment Boom Goes Bust,” which I have distributed to the com-
mittee.

So what is the bottom line? The bottom line is this: The boom
of the last few years created a temporary period of climbing profits,
soaring equity prices, surging productivity growth, and rapid in-
creases in tax revenue. Now that the boom has ended, all of these
factors are moving in reverse. The result is likely to be a narrowing
of profit margins, disappointing tax receipts from both the cor-
porate and household sectors, and somewhat slower productivity
growth.

The boom exaggerated the good news associated with the im-
provement in U.S. economic performance. That suggested that the
surprises over the next year or two, and beyond, on the budget are
likely to be negative ones as this exuberance wears off.

Thank you.

[The prepared statement of Mr. Dudley follows:]
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June 27, 2001
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My name is William Dudley. Iam the chief U.S. economist for Goldman, Sachs & Co.
It is my pleasure to have the opportunity to testify before the U.S. Senate Budget
Committee. The views expressed in my statement are my own and do not necessarily
reflect the positions or views of Goldman Sachs.

The budgetary outlook is highly uncertain, both over the next year and the next decade.
However, in my view, the risks are not symmetric. Instead, they are heavily skewed to
the side that the budget surpluses fall short of projections, even assuming that Congress
and the Administration maintain tight control of discretionary spending.

In particular, the revenue estimates appear too optimistic for two reasons:

First, the amount of tax receipts generated for each dollar of economic activity is likely to
decline, and not only because of the tax legislation that was recently enacted. Put simply,
the surge in tax receipt revenue during the later half of the 1990s was not just the result of
faster economic growth. It also reflected a confluence of factors such as increasing
inequality in terms of income gains, a rise in the profit share of income, and a surge in
capital gains tax receipis and income tax revenues generated by the soaring equity
market. Most, if not all of these factors, are in the process of reversing course.

Second, the long-term growth rate of the economy may not be as high as anticipated. In
particular, if the investment boom of 1999 and 2000 was based on overly optimistic
assumptions of future profitability, as appears to be the case, then investment spending
will not recover quickly. In that event, the pace of capital deepening will slow. That
suggests that productivity growth is likely to decline from its lofty 1999-2000 pace on a
longer-term basis.

Turning first to the near-term budget outlook, there are a number of reasons for concern
that the Congressional Budget Office revenue projections may be overly optimistic.
First, it appears that the profit share of income is falling sharply. For example, we
estimate that the pre-tax profit share of GDP in 2001 will be only about 8.4% compared
to 9.5% in 2000. This is important for the budgetary outlook because a dollar of profit
income generates significantly more revenue than a dollar of personal income because the
average tax ratc on corporate income is significantly higher.

The profit share of income is declining for three reasons. First, the profit share is
cyclical. When the US economy slows sharply, profits typically bear the brunt of that
adjustment. Second, profits are also under pressure due to the rise in compensation costs
generated by the tight labor market and rising energy prices. Third, the investment bust
is leading to a sharp downtum in the profitability of information and communication
technology companies.

The impact of the profit squeeze on federal tax receipts is already becoming evident. For
example, estimated corporate tax payments for the June 15 tax date fell sharply, down
26.3% from a year earlier. We estimate that corporate taxes could fall about $15-20
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billion short of the CBO's projection for the current fiscal year, and $20-30 billion for
fiscal 2002.

Second, personal income tax receipts could also prove to be disappointing. In recent
years, personal income tax receipts have been unusually strong due in large part to the
strength of the US equity market.

The strong US stock market boosted income tax receipts in two ways:

1. Income was boosted by the exercise of stock options, which were a significant
component of compensation, especially among high-technology firms.

2. Income was boosted by capital gains generated by the rapid appreciation of the US
stock market.

Although data on options and capital gains income are not available on a timely basis, a
significant shortfall could occur next spring relative both to expectations and to recent
realizations. On the options side, the experience of the State of California suggests that a
large drop in options-related income is likely in 2001 and 2002.

The State of California recently estimated that the exercise of stock options contributed
more than $80 billion to personal income in 2000, up from about $50 billion in 1999. The
State of California assumes a 37% decline in 2001 back close to its 1999 level. Even that
expectation may prove to be too optimistic as it is based upon an assumption that the
NASDAQ will rise sharply from its current level. The California budget revision
statement notes that the NASDAQ in 1999 averaged 2800, roughly 30% above its current
level.

This suggests that the shortfall in tax receipts due to a drop in options income could be as
large as $40 billion. It is reasonable to assume that the total options income for the
country as a whole must be at least two to three times the size registered for California.
If one assumes that this options income declines by about 40% this year, that would
imply a drop in such income of roughly $65-100 billion. Assuming that most of this
income is taxed at the top marginal personal income tax rate, then the revenue shortfall
from this source would be about $25-40 billion.

Of course, if options income were to collapse, there would be an offset in terms of higher
corporate income tax receipts. That is because the exercise of the options creates an
expense for the corporations that they can deduct against earnings. But with many
technology firms never having been sufficiently profitable to take advantage of the
options expense deduction during the boom, this offset is likely to be considerably less
than one-for-one. Moreover, it presumably is already embodied in the disappointing
corporate tax receipts evident for the recent June 15 tax payment date.

On the capital gains side, it appears that realizations continued to increase sharply in
2000 in response to prior rapid gains in equity prices. For example, the Investment
Company Institute estimates that mutual funds paid out $345 billion in capital gains
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income in 2000, up more than 40% from $238 billion in 1999. Final tax settlements in
the spring of 2001 came in close to the CBO's projections, suggesting that their forecast
of capital gains tax receipts for 2001 of $129 billion is probably not far off the mark.

The problem is that such strong capital gains receipts appear unsustainable. Capital gains
receipts rose at more than a 20% annual rate from 1996 to 2001 according to CBO
estimates, as the equity market more than doubled in value over that period. But now the
equity market is down more than 20% from its peak. Yet, the Congressional Budget
Office has assumed only a small drop in capital gains tax receipts next year of 3%.

A reasonable view might instead be that capital gains receipts will fall back to the 1999
level of $98 billion. After all, the equity market is at roughly the same level, and the
volume of unrealized gains has diminished since 1999 given the large capital gains
realized in 2000. This would imply a shortfall of $27 billion relative to the CBO's
January projection.

Taking all three factors together--corporate tax receipts, declines in personal income tax
receipts due to lower options-related income, and lower capital gains tax receipts, I would
anticipate a shortfall in tax receipts in the range of $50-75 billion relative to the CBO's
January projections for 2002, above and beyond the shortfall due to the budgetary costs
associated with the recently enacted tax cut legislation.

It is noteworthy that such a shortfall in personal income tax receipts would only partially
reverse the positive revenue surprises that have been evident in recent years. Over the
past five years, personal income tax receipts have consistently exceeded the CBO's
estimates, oftentimes by significant margins. For example, in three of those years, the
forecast error was $60 billion or higher. The stock market surge undoubtedly played a
large role in these forecast errors. Now that it has reversed course, at least temporarily,
this suggests the risk of offsetting forecast errors.

Obviously, if income tax receipts disappoint in 2002, that will also have negative
consequences for the long-run budget outlook. But even apart from the 2002 outturn,
there are reasons to be concerned that the long-run budget surplus projections are too
optimistic. First and foremost, of course, is the fact that the assumptions implicit in
CBO’s baseline budget projection will be violated. For example, Congress could enact
spending measures that cause discretionary outlays to rise at a faster pace than inflation
and/or make further changes on the tax side (such as adjustments to the alternative
minimum tax) that reduce revenue.

Second, and the focus of the remainder of my testimony, is the risk that the long-term
growth rate of the economy could fall short of expectations. As you all know, in recent
years productivity growth has risen and this has caused the Congressional Budget Office
to raise its long-term growth projections.

Unfortunately, our work suggests that some of that rise in productivity growth is likely to
be unsustainable. A portion of the productivity gains was due to the investment boom,
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which led to a rise in the pace of capital deepening and, thereby, increased the output per
hour worked. This can be seen quite clearly in the contrast between the contribution of
capital deepening to productivity growth during the 1950-98 period and that of the boom
years of 1999-2000. In the earlier period, the contribution to productivity growth from
capital deepening averaged 0.7% per year. We estimate that this spiked up to 1.6% per
year during 1999 and 2000.

This rise was unsustainable because the investment boom itself could not last. It was
based upon profit expectations that were overly optimistic. In essence, firms mistakenly
interpreted profits associated with the boom for profits that would be sustainable on a
long-term basis. When this error became clear, investment spending collapsed and, with
it, the rapid productivity gains evident in 1999 and 2000.

We estimate that the rate of return on capital is consistent with a growth rate of the
capital stock of about 3-3 1/2% per year. This compares to a peak growth rate of about
5% in 2000. This decline implies a secular trend for productivity growth of about 2 1/4%
per year. This, in turn, implies a potential real GDP growth rate of about 3%.

This is about 0.3% per year below the Congressional Budget Office's current assumption
for potential GDP growth of 3.3% per year. If our forecast were realized, this would cut
the cumulative 10-year budget surplus by nearly $750 billion over the next 10 years.

The bottom line is this:

The boom of the last few years created a temporary period of climbing profits, soaring
equity prices, surging productivity growth, and rapid increases in tax revenue. Now that
the boom has ended, all these factors are moving in reverse. The result is likely to be a
narrowing of profit margins, disappointing tax receipts from both the corporate and
household sectors, and somewhat slower productivity growth. The boom exaggerated the
good news associated with the improvement in U.S. economic performance. That
suggests that the surprises over the next year or two on the budget are likely to be
negative ones as the exuberance wears off.
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Chairman CONRAD. Well, thank you, Dr. Dudley, for that sober-
ing testimony. We appreciate your taking the time to be here.
Mr. Wesbury.

STATEMENT OF BRIAN WESBURY, VICE PRESIDENT AND
CHIEF ECONOMIST, GRIFFIN, KUBIK, STEPHENS & THOMP-
SON, INC.

Mr. WESBURY. Thank you, Mr. Chairman, Senator Domenici and
other members of the committee. I will summarize my testimony
this morning, so if I could submit it for the record, I would appre-
ciate that.

My belief is that the economy today is in what I would call a typ-
ical cyclical slowdown. We have seen many of these over history,
and this slowdown that we are living through, in my opinion, is
being caused by three specific factors:

No. 1, the Federal Reserve, in my opinion, raised interest rates
too far in late 1999 and early 2000. That is slowing the economy
in late 2000 and through today.

No. 2, tax revenues as a share of GDP hit a record level in the
year 2000. I think that that also helped slow the economy down in
recent months.

And then, also, the energy crisis hit. We had much higher nat-
ural gas prices, gasoline prices, oil prices. All of these things have
led to a slowdown today.

As a result, if those are the three reasons for our economic slow-
down, then reversing them should help the economy, and that is
exactly what I think has happened. The Federal Reserve has cut
interest rates dramatically this year. They will do so, again, in my
opinion, this afternoon. Taxes have been cut due to recent legisla-
tion, and we will have rebates this year.

And, finally, energy prices are coming down, and the reason for
that is very simple. High energy prices attracted producers. We are
punching many more natural gas wells right now. We are building
power plants, and as a result, national power prices are coming
down and have come down dramatically this year.

As a result of these three things, my belief is that the economy
will bounce back late this year or early next year and that it will
bounce back strongly. In fact, I believe that year 2002 growth will
come back to the 3- to 3.5-percent range, and then as we move into
2003 and beyond, we will see growth rise back to the 4- to 4.5-per-
cent range, much like what we have seen over the past 4 or 5
years.

That is the near-term economic outlook. In terms of the longer
term, there are two different views, and you are going to hear both
of them today. The first was from Dr. Dudley here and Martin
Baily, although Dr. Dudley focused more on the unsustainable na-
ture of investment and the bubble in the stock market over the
past few years. In this view, we benefited from these bubbles, this
unsustainable investment, and that it is, as a result of that,
unsustainable going into the future.

My belief is that that is not the case; that, in fact, what we have
done is we have entered into a new era of economic growth in the
United States, where investment in technology and equipment has
raised potential growth, increased productivity trends, lowered in-
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flation, and as a result the boom in revenues and the surplus that
we have seen in recent years is coming from very fundamental fac-
tors. I, also, believe that these fundamental factors will continue
for many, many years into the future. These productivity booms, as
found by Dr. Meyer at the Federal Reserve Board, lasts for 20 to
25 years. And in a recent speech, he suggested that we are just in
the beginning of a new wave of productivity increases.

One thing that is interesting about the debate about productivity
is that, obviously, we have reached a point where productivity fell
in the first quarter, and some people suggests that that is leading
us toward a lower trend in productivity. I disagree with that. I
think it is a very normal cyclical drop in productivity. In fact, if you
think about it, it is caused today mainly because we are at full em-
ployment or very close to full employment in recent years. Compa-
nies had to pay hiring bonuses in order to get employees, they had
to allow more flexible working hours. In other words, the cost of
bringing on new employees rose dramatically. And as a result,
when production slows, when the economy slows, these companies
are unwilling, at first, to let go of employees. And what happens
is production falls faster than employment, then productivity falls.

Unfortunately, now, the labor market is weakening. We are see-
ing layoffs pick up. That is not ever good news, but it is, in a sense,
positive news because productivity will look better as we move into
the quarters ahead just because the labor market has weakened.

One of the other interesting things is that if you look at the his-
tory of the United States, in 1990, in 1987, in the 1979 to 1980 pe-
riod, and again in 1974, whenever oil prices spiked, and they did
in each of those periods, productivity fell. When oil prices and en-
ergy prices came back down, productivity picked back up. And so,
again, I believe that this is a cyclical, very short-term drop in pro-
ductivity.

Now, the question is where do we go from here? Two problems
exist. No. 1, we have a very difficult time in measuring produc-
tivity. Financial services productivity for basically 20 years was
never shown to increase at all, and this was with the invention of
ATMs and Internet banking, and obviously our statistical agencies
have fixed those numbers, and now we show financial services
picking up.

Alan Greenspan recently, back in January, focused on the med-
ical services field. And one of the things that he saw was that pro-
ductivity trends in medical services had not increased, in fact, had
declined between 1990 and 1999, and he said, and told this com-
mittee, that that was implausible, and I agree with him.

As we move forward, what we need to focus on is those areas
where we can see improvements in productivity. Manufacturing
productivity has accelerated in the past few years. In fact, in my
measurements, it is growing faster than ever in U.S. economic his-
tory, even faster than the industrial revolution. And as we move
forward, my belief is that investment in high technology equipment
will continue to raise productivity trends.

Let me bring up one interesting kind of microeconomic analysis
point, and that is that the lumber industry today uses lasers and
CAT scan machines at the beginning of a mill. They look into a log,
and by looking into that log, they know the best way to cut that
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log. What is amazing is that they connect these pictures of that log
to a computer, and that computer has current prices for two-by-
fours, one-by-twos, one-by-sixes stored into it, it knows the actual
inventory of the mill, it knows all of the orders up until the last
second, and as a result, they are able to maximize the profit from
every log that comes into that mill. Technology is moving through
every industry in doing these kinds of things, and we cannot meas-
ure the true higher profitability that is taking place today.

To summarize, I believe that the trends that the CBO has esti-
mated, 2.7 percent per year in gains in productivity over the next
10 years, are actually low. My belief is that we will see 3-percent
gains in productivity or higher as we move ahead, and 4-percent
gains in real GDP or higher as we move ahead into the next few
decades. And, therefore, I believe that, in fact, some of the esti-
mates that we are hearing about the budget are very conservative,
and I am very optimistic that those surplus numbers that are fore-
cast will prove to be correct as we move forward.

Thank you.

[The prepared statement of Mr. Wesbury follows:]
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The Economy, Productivity and the Budget
Brian S. Wesbury'

Testimony before the
Senate Committee on the Budget
June 27,2001

Mr. Chairman and Members of the Committee, I am pleased to be here today to
discuss issues surrounding the economic slowdown, its impact on productivity and the
federal budget. I would like to emphasize that I speak for myself and not my
employer, Griffin, Kubik, Stephens & Thompson, Inc.

After many years of stellar performance, the economy has clearly entered a period of
dramatic slowdown. During the four years ending in the second quarter of 2000, real
gross domestic product in the United States grew at an average annual rate of 4.5%.
This growth boosted civilian employment by an average of 2.2 million jobs per year.
And, at the same time, inflation-adjusted average weekly earnings climbed 1.6% per
year, the fastest four-year period of growth in this measure of real incomes ever
measured.

Since then, things have gone badly. Real GDP has expanded at an annualized rate of
just 1.5% during the nine months ending in March. Moreover, in May 2001 civilian
employment was 78,000 less than the average during the second quarter of 2000 while
real weekly earnings have risen just 0.3% in the past year.

Today’s economic problems are most evident in the manufacturing sector. Industrial
production has contracted for eight consecutive months and new orders for durable
goods are down 10.9% from year-ago levels. The high-tech sector ~ the engine of
U.S. growth in the past four years — has been particularly hard hit with new orders for
computer and electronic products down 40.8% at an annual rate in the past six months.

While clearly showing signs of weakness, consumer spending has shown surprising
resilience. Adjusted for inflation, consumer spending is rising at a 2.4% annualized
rate this year versus a 7.6% growth rate in the first quarter of 2000.

Weakness in the job market, when combined with high debt levels, will make it
difficult for spending to accelerate in the months ahead. As a result, it is my view that
the economy will remain weak for the remainder of this year.

Already, weak economic growth is reducing the growth rate of federal receipts below
projections, which will cause the budget surplus to be smaller than expected this year.
The important questions before us today are: How did this happen? When will it end?
And, most importantly, is the U.S. now in for an extended period of economic growth
that will fall below expectations?
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In short, my answers are that the U.S. economy is going through a typical cyclical
slowdown caused by tight monetary policy, high tax burdens and an energy crunch.
Each of these problems is now in the process of being corrected. The Federal Reserve
has cut interest rates enough to bring the economy back by early 2002 and taxes have
been cut which will provide a boost to economic activity. In addition, high energy
prices provided the incentive for a sharp boost in energy production which is already
bringing prices down.

The forces that brought us strong growth in the late 1990s are still in place. High-tech
investment has boosted productivity and will continue to do so at a very rapid pace in
the years ahead. In addition, the tax cut — as it is phased in — will slowly increase the
underlying potential growth of the economy. This suggests that CBO and OMB
surplus estimates are still on track in the long-run.

Two Views

There are two views of the current economic slowdown. One of those views is that a
“bubble” in investment and the stock market has caused the problems associated with
the economy. According to this view, the economic growth we experienced in the late
1990s was unsustainable and a period of sub-par economic growth is now in store.

I do not subscribe to this view. While there may have been excesses during the boom
and clearly some ill-advised investments were made, most of the investment in the late
1990s increased the economy’s productivity and its growth potential. The esteemed
Yale professor, William D. Nordhaus, in a recently published paper®, wrote that, “there
has clearly been a rebound in labor-productivity growth in recent years.”

He finds that “well-measured” productivity (a measure which excludes services and
other problematic sectors of the economy) accelerated to a pace of 4.65% between
1996 and 1998.

In responding to critics of the New Economy who say that productivity gains in the
production of computers and semi-conductors are responsible for the surge, Nordhaus
subtracts those sectors from his measurement and proves them wrong. He found that
“non-high-tech” output per hour virtually doubled to a 3.0% growth rate between 1996
and 1998, from 1.6% between 1990 and 1995.

It is important to understand that Nordhaus was using data from the 1996 to 1998
period. Productivity growth actually accelerated further in 1999 and 2000. These
gains in productivity boosted real incomes and corporate profits. They also boosted
government revenue, creating massive surpluses in recent years.

In January, Alan Greenspan told this committee, “the key factor driving the cumulative
upward revisions in the budget picture in recent years has been the extraordinary
pickup in the growth of labor productivity...” He went on to say that because
productivity had held up well during a slowdown in aggregate demand, “the apparent
increases in the growth of output per hour are more than transitory.”
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The Fall in Productivity

This debate reached a crescendo in economic circles during recent months after a
report that showed non-farm productivity fell by 1.2% at an annual rate in the first
quarter. Pessimists argue that this decline in productivity is a sign that the trends in
the economy are worsening.

In my opinion, however, this decline is not indicative of a drop in longer run
productivity trends. In fact, it is normal to see a drop in productivity when an
economy slows as rapidly as the U.S. has in the past year. Because production is
falling faster than employment, output per hour of work declines. This is especially
true when the economy is near full employment.

In 1999 and 2000, employers found it necessary to offer flexible working hours, hiring
bonuses, and higher pay to attract workers. Employers are reluctant to let go of these
high cost employees, especially if the slowdown proves temporary. But by holding on
to these employees while output slumps, productivity suffers.

There are other important factors at work as well. Higher oil prices have almost
always been associated with falling productivity. In the fourth quarter of 1990, in
1987, in 1979-1980, and in 1974, productivity turned negative when oil prices shot
higher.

As the economy heads into the latter half of 2001, near-term developments are creating
a better outlook for productivity. Energy prices are coming down rapidly, and the job
market has weakened significantly. While it is never good to see layoffs, these
developments bode well for productivity going forward.

More importantly, Federal Reserve interest rate cuts and the tax cut just signed into
law will help boost growth in 2002. The end result will be that productivity will get
back on track in the years ahead and budget revenue projections will prove to be
correct.

Seme Thoughts on Productivity

One of the major problems associated with any debate on the strength of productivity
is our ability to accurately measure its growth rate. As we now know, service sector
productivity is virtually impossible to measure. For years, financial services
productivity, as measured by the Bureau of Labor Statistics, was stagnant.

With the advent of automatic teller machines and Internet banking, the statistics were
clearly wrong. The same is true in the medical services field. Alan Greenspan
recently said that statistics, which show a decline in medical services productivity
between 1990 and 1999, are “implausible.”5
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While service sector productivity is hard to measure, new technology is creating havoc
with manufacturing productivity statistics as well. For example, new technologies in
the lumber industry use lasers and CT scanners to measure the exact dimensions of
logs entering the mill. This information, in real-time, is then plugged into a computer
that is updated to include current market prices of lumber products. The log is then cut
to maximize profits.

The lumber mill may cut the same number of logs after implementing this new
technology and sell the same amount of lumber, but profits margins will be higher
because the process is more efficient. This improvement in profitability is not
captured by standard statistical measurements and as a result, productivity is
underestimated.

These types of technological advancements are proliferating in every industry.
Moreover, the use of the Internet is still in its infancy and the benefits of using it are
Jjust now being discovered. As new and more important networks are developed, the
underlying rate of productivity growth should accelerate further, not decelerate.

Federal Reserve Board Governor, Laurence Meyer, recently presented research that
shows how productivity moves in waves, averaging 24 years in length.® His research
suggests that, “the recent [productivity] data should be interpreted as part of another
high-growth wave....”” Once again, this suggests that CBO and OMB forecasts are
supported by the data.

Surpluses

In July 1999, I completed research that was published in the Wall Street Journal,
forecasting much higher budget surpluses in the future than those forecast by the CBO
or OMB.® The reason for my optimism was a higher productivity growth forecast than
that of White House or Congressional forecasters. Fortunately, my forecast proved
correct and both the OMB and the CBO have raised their productivity estimates.

The CBO now estimates that non-farm productivity will increase by 2.7% per year
through 2011. Despite this revised outlook, the CBO estimates of revenue growth are
very conservative. Between 2001 and 2011, the CBO estimates an average annual
growth rate for federal revenues of 4.9%, but an annual growth rate for nominal GDP
of 5.1%.

This would contradict history. For the past 20 years, federal revenues have grown at a
7.1% rate while nominal GDP has grown at a 6.6% rate. Even though tax brackets are
now adjusted for inflation, rising real incomes push taxpayers into higher tax brackets.
As a result, the CBO estimates seem well within realistic assumptions.
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Conclusion

The U.S. economy has hit a rough patch caused by excessively tight monetary policy,
high taxes as a share of GDP, and an energy crunch. Fed rate cuts, the tax cut and
falling energy prices are now reversing these negative forces. As a result, a rebound in
the economy late this year or early next year is highly likely.

Moreover, the underlying trends remain very positive. Technology investment during
recent years, even investment undertaken during Y2K, is still boosting productivity,
efficiency and profitability. These trends are very positive and should continue to
boost the economy back to a long-run trend rate of growth of 4.0% in the years ahead.
In short, the economy over the next ten years should look much like the economy did
over the last five years.

The U.S. is a special place. We have attracted capital from around the world, at least
partially because, as Laurence Meyer observed, “the United States was the only major
country in which the dramatic surge in productivity was evident....”

There is a simple explanation for this. Tax rates are much lower in the U.S. than in
most European countries or in Japan. In addition, labor markets are much less rigid in
the U.S. and government spending is much lower as a share of GDP. This attracts
capital to finance entrepreneurial activity, innovation and creativity. These are the
building blocks of economic growth and wealth creation.

In order to continue the miracle of rapid economic growth and low inflation in the U.S.
we must constantly find a way to keep tax rates and spending levels down. Allowing
tax rates to climb, or federal spending to grow faster than GDP, would end the boom,
This would reverse the virtuous cycle that created the budget surpluses in the first
place.

! Brian S. Wesbury is the Chief Economist of Griffin, Kubik, Stephens & Thompson, Inc. a Chicago-based
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Chairman CONRAD. Thank you, Mr. Wesbury.

We have a vote underway. Senator Clinton is the first one here
and will have the first chance to question. Is the Senator able to
stay or what would she prefer, that we take the committee out?

Senator CLINTON. Well, Mr. Chairman, thank you, but I am
going to have to leave after I vote. So, once I go to vote, I won’t
be able to come back.

Chairman CONRAD. All right.

Senator CLINTON. So, if I could just maybe ask a few ques-
tions

Chairman CONRAD. Certainly.

Senator CLINTON [continuing]. And if you could go vote and——

Chairman CONRAD. Yes. Why do we not do that. Why do you
not—yes, we will.

Senator SARBANES. Hillary, would you give me just 10 seconds?

Senator CLINTON. Sure.

Senator SARBANES. I just want to congratulate Senator Conrad
on becoming chairman of the committee. We look forward to serv-
ing under his leadership. I know that he and Senator Domenici
have established a working relationship, which I think will prove
to be positive and constructive for us, but, Mr. Chairman, I am de-
lloig}ﬂ:ed to be able to call you Mr. Chairman. I am very pleased to

e here.

And I did want to thank Dr. Baily for his terrific service as the
chairman of the Council of Economic Advisers——

Mr. BAILY. Thank you.

Senator SARBANES [continuing]. And for the very high-quality
professionalism that was reflected by the Council under his very
able leadership.

Mr. BAILy. Thank you.

Chairman CONRAD. I, Thank the Senator, and we will turn it
over to Senator Clinton. And if we are not back, just recess the
committee until we return.

Senator CLINTON [presiding]. Well, I would echo what Senator
Sarbanes said, both about our new chairman and my great appre-
ciation to Dr. Baily for his service in the prior administration.

You know, in listening to the testimony, I mean, it is hard I
think for those of us sitting on this side of the table to know wheth-
er we have a new-era economy with new problems or old problems
or an old economy with new problems or old problems. And to try
to sort that out, to figure out what direction we should take is obvi-
ously something of great concern. Because the optimism, the long-
term optimism that each of you expressed, I think is shared by ev-
erybody here, but how we get from here to there without causing
significant damage to our fiscal position, without putting us at risk
of a return to deficits and increasing debt burden which would
make at least our optimism tempered by reality is the series of
questions that are going to be posed by these hearings.

And before I can certainly make any decision about where I
think we should go, we are going to have to do a lot of sorting out,
and that is why I appreciate the committee having these hearings.

Let me just ask each of you, based on your own assessment of
where we currently are, what, if any, action would you recommend
this committee recommend to our colleagues that could be taken in
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order to increase the upside of your picture and decrease the down-
side? If you want to talk short, medium, and long term, that is fine
as well.

Dr. Baily.

Mr. BaiLy. Well, the fiscal stimulus that has been put in place
I think will be helpful in the short term in helping bring us out
of the current slowdown. So I think that is there, and there cer-
tainly was a case for doing that. I think it is more over the longer
term that I would be concerned. I did not support the tax cut that
was passed. I think it was not as big as had been proposed, but
is still larger than one that I would be willing to support.

And so I think the main action going forward, particularly given
that there are a lot of, you might say, gimmicks or at least things
within that tax cut that will have to be resolved as provisions
phase in and phaseout, and the estate tax is repealed and then
unrepealed, I would certainly urge you to consider taking the more
conservative view and limiting the size of the tax cut and making
sure that we don’t pile on extra tax cuts to boost this even higher.

So focusing on the fiscal discipline, which I think is a big reason
we had such good performance in the 1990’s.

Senator CLINTON. I am sorry, but I have just been told I have
to leave. They are trying to cut the vote off. And I would very like
much, though, if we could, perhaps when the committee comes back
into session, get the answer to my question, Mary, so that I could
see what the answers are.

And I very much appreciate all three of you being here and help-
ing us think through this “on the one hand, this/on the other hand,
that” set of dilemmas.

Thank you very much. The committee is in recess.

[Recess.]

Chairman CONRAD [presiding]. Why do we not come back to
order.

I, first, want to apologize to the witnesses for the interruption,
but

Mr. BAILY. It was a short break.

Chairman CONRAD. It was not too bad.

Mr. DUDLEY. Very efficient.

Chairman CONRAD. We do have to vote, and the Senate is never
a predictable schedule.

I understand Senator Clinton had asked a question and not all
of you had had a chance yet to answer it. So why do we not go back
to her question.

Dr. Dudley, as I understand it, you were answering when she
had to leave to make the vote. So, if you would like to complete
your answer, and then the other two witnesses have a chance to
address it as well.

Mr. DuDpLEY. OK. I had not actually even started, so I will give
my full answer.

Chairman CONRAD. OK.

Mr. DUDLEY. She had asked the question what could the com-
mittee do to try to ensure the greater likelihood of the upside, in
terms of the outcome for the budget and the economy. I think there
are two things that come to mind, from my perspective:
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One, try to increase certainty about tax and spending policy. One
thing that deters investment is uncertainty. And to the extent that
Congress and this committee can try to create greater certainty
about the likely course of Government tax and spending policy, I
think that would encourage greater investment, which is the source
of the productivity improvement that we are seeking to try to
achieve.

Second, I think it behooves this committee, and the Government,
generally, to plan for the worst and hope for the best in terms of
the budget. The reason for that is that if you plan for the worst
and you get the best, all that happens is you have freed up even
more resources for the private sector, and so you are going to have
even a better outcome in terms of economic growth and produc-
tivity performance, and I think that is quite a good thing, rather
than the obverse, which is you hope for the best and get the worst.
Then I think you are consigning yourself to subpar growth and
poor productivity performance.

Chairman CONRAD. All right.

Mr. Wesbury.

Mr. WESBURY. Mr. Chairman, I am kind of reminded, and I have
it in my testimony, a quote from Laurence Meyer, Governor of the
Federal Reserve Board, where he said that the United States was
the only country in which the dramatic surge in productivity was
evident in the time period he was looking at, the late 1990’s.

This is a question that I, myself, and many of my customers and
other investors have asked a lot: Why is this surge in productivity
happening in the United States alone, not in Europe, not in Japan?

My answer is really very simple, and that is that we have much
lower tax rates than these other countries; our labor markets are
less rigid, our Government spending is much lower than theirs as
a share of GDP. In other words, we have allowed technology and
entrepreneurial activity, and innovation, and creativity to really
took root in the United States and for those entrepreneurs to be
rewarded with low after-tax or high after-tax profits and incomes.

And so my belief is that as this committee looks at what has
been a miracle in the U.S. economy in the past 5 years, and really
in the past 18 years, relative to the rest of the world, is to think
about those things, that we need to keep tax rates down, we need
to keep the size of Government, relative to the private sector, low,
and we need to keep the regulatory environment flexible enough so
that entrepreneurs can truly work their magic in innovation and
creativity.

And what happens when we do that is that we attract capital
from around the world, we provide the right incentives here in the
United States, and that is the way we maximize the upside, keep
productivity strong and make certain that our budget estimates are
correct or maybe even too low as we move into the future.

Chairman CONRAD. Dr. Baily.

Mr. BaiLy. Well, I had an opportunity. I will just add a couple
of other comments.

Let us keep in mind that the miracle economy of the 1990’s, and
particularly the acceleration of productivity growth in the latter
half of the 1990’s, took place with the tax rates that we have. I do
not like paying taxes, and I think if the opportunity to cut taxes
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is there, I am certainly not against it, particularly if we can pro-
vide some tax relief for low- and moderate-income families that are
feeling pressed even in a good economy and are certainly pressed
now that the economy is a little bit weaker.

So I am certainly not against tax cuts, as appropriate, but I dis-
agree with Mr. Wesbury that that is the main thing to do to keep
the expansion going or to—that differentiates us from Japan and
Europe. I was involved in a number of studies of Europe and
Japan, and I think what we found is a lot of the reason for the dif-
ferential has to do with the regulatory environments, that we are
less regulated as an economy; we allow much more evolution to
occur in our industries; we allow companies that are no longer suc-
cessful to fail and new companies that are growing and becoming
successful to enter; we allow the best productivity/best practice
companies to expand, even if sometimes that means that there has
to be change and workers have to change jobs.

So I think the reason we have done better than Japan and Eu-
rope really is because of that openness to innovation and change.
That is the most important thing.

Chairman CONRAD. All right.

Senator Domenici.

Senator DOMENICI. Thank you, Mr. Chairman. I will be brief. I,
again, want to thank you, all of you, and to tell you that I learn
from every one of these discussions.

Clearly, I want to talk about only one subject and that is what
you think about productivity. Actually, I can vividly remember 15
years ago, when we were talking about not knowing how to meas-
ure productivity, except for heavy industry, and it was pretty obvi-
ous that measuring productivity for General Motors, U.S. Steel,
Alcoa was pretty easy. Once you put the formula in place, you just
measured the manhours to produce whatever unit you are going to
use as your constant unit. Pretty soon you find out less manhours
producing more of the thing you are manufacturing, and that is
productivity.

We did not know much then about the service industry and how
do you measure productivity. As a matter of fact, I was pleased to
hear one of you say that you are not quite sure we are even meas-
uring productivity in some of the service industries today in a real
way, and I would concur wholeheartedly that every industry that
is using modern equipment versus 15 years ago has reduced the
manhours that they need to handle X product, whether it be a
bank, whether it be an insurance company, large or small, just
keep on going. They are all over the place.

Now, what I was led to believe was that Dr. Alan Greenspan
came to a conclusion, as Federal Reserve Board chairman, that we
had a new economy. New economy did not mean we were at an age
or at a year that is new; new meant something is happening that
is different, and it is causing us to become much more productive
because of high tech, which is applying across-the-board, and inno-
vation, new products. He came to a conclusion that this new tech-
nology was, in fact, America, and America for the future.

We did ask him, before we did our marginal tax rates and other
things, what he thought about surplus use, and I will not go into
that at this point. But one of the things he did say is if you put
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it on the debt, that would be great, and if you are not going to do
that, you ought to cut marginal rates. So I am going to ask each
of you a question about marginal rate cutting.

Do you still believe, in light of this little downturn, which might
have lasted longer than we expected, that we are living in a new
economy in America and can expect return to higher productivity
rates across-the-board in American business and industry?

Could you answer that one, first. We will start with you, Dr.
Baily.

Mr. BAILY. You want me to just take that question?

Senator DOMENICI. Just that question.

Mr. BaiLy. Just that question. I think we are in a new economy,
and I think we will return to stronger productivity growth than we
experienced for 20 years after 1973, but I do not know for sure
whether that is right, and I do not think we should—as Bill Dudley
said, we should hope for the best and plan for the worst. So I think
that we need to recognize that, as yet, we do not know how long
this strong productivity growth is going to last. I am hopeful, but
I do not think we know yet.

Senator DOMENICI. I thank you, but I am not sure that I heard
Dr. Dudley say that he does not think we are operating in a new
economy.

Could you answer for yourself?

Mr. BAILY. I did not mean to answer for you, Bill. I am just
quoting your earlier comment.

Mr. DUDLEY. I actually do think we are in a new economy, and
I would characterize the new economy maybe somewhat differently
than others. It is a new economy that, in my mind, is much less
cyclical, much less recession prone. We have had two very long-
lived business expansions in a row, 1982 to 1990, and hopefully
from 1991 to today, although there is some question of whether we
are still in a business expansion or not at the current moment.

This is due to a variety of things, trade liberalization, deregula-
tion of the financial system, just-in-time inventory management,
and I think it is important that this drop in the cyclicality of the
economy I think it also may help explain why we have been experi-
encing higher productivity growth. Because if the economy is less
cyclical, that reduces the riskiness of new investment, and if you
get more new investment, that raises productivity growth.

The key question, though, which I raise is by how much? And
what I am really arguing is not so much that productivity growth
has not increased. I think it has. The 2.25 percent that we are look-
ing for the long-term secular trend to be is much higher than what
we experienced from 1973 to 1975. However, I do not think we are
going to go back to where we were in 1999 and 2000. I think that
productivity experience was due, had a cyclical component due to
very rapid GDP growth. I think it had a component that was also
unsustainable because it was due to a boom in technology invest-
ment that was not sustainable on a long-term basis.

So I am optimistic that the economy is quite a bit better than
it was. I am just not willing to quite buy into the idea that 1999—
2000 is where we are going back to.

Senator DOMENICI. Thank you very much.

Mr. Wesbury.
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Mr. WESBURY. I do believe we are in a new economy. I think
that, in fact, we can see seeds of it all the way back to the early
1980’s. The period from 1965 to 1982 was miserable for the econ-
omy, high inflation, many recessions. The stock market went no-
where for 17 years, and then all of a sudden, in the early 1980’s,
things started to improve, and they have slowly accelerated in a
sense, especially into the late 1990’s.

My belief is that the reason for that change, from the miserable
1970’s to the much better 1980’s and 1990’s, was marginal tax rate
reductions that took place in the early 1980’s, regulatory reform,
lower Government spending over the time, and also the Federal
Reserve, with Chairman Volcker and Chairman Greenspan, broke
the back of inflation. And when you put all of those things to-
gether, that is what has led to this boom.

The other overlaying factor is technology. And the Internet and
computer technology is much different than any other technology
we have seen before, and I am sure you have heard about this on
this committee, but we are now living with increasing returns to
investment rather than diminishing returns to investment. As we
add more people to a network, a fax network, a cellular phone net-
work or an Internet network, in fact, productivity accelerates, and
as a result, I am very optimistic in the future about the direction
of productivity and, in fact, think we are not only in a new era
economy, but we are repeating the 40-year kind of cycle that we
saw in the Industrial Revolution at the turn of the last century.

Senator DOMENICI. Mr. Chairman, I will not ask another ques-
tion. I will just close with an observation and another thank you.

I think, Dr. Dudley, you are correct in your analysis. There are
a number of things that happened in America because we got this
new economy, one of which I do believe is that the cyclical nature
of the downturn will get farther and farther apart, and I think that
is a direct result of the kind of economy we have that is new.

I am concerned, today, about two phenomenon: The impact of the
high dollar, which we are beginning to hear an awful lot about. We
continue to assume it is great for America, but we are having more
and more American businesses saying they wonder whether it is.
I am not going to ask you all about it today, but it is a very impor-
tant thing.

And my last observation is that productivity is the key in our
country, but we do not know the impact of a no-grow world, a
world that is not growing even with us having high productivity.
If Japan stays in the sink, and Europe cannot grow, and none of
those other countries that were big growing centers grow, I am not
sure even our productivity can carry us along to sustain long-term
heavy growth. Something has to change in those countries also.

If I had time, I would ask you both of those questions, but I yield
at this point.

Chairman CONRAD. Thank you, Senator Domenici.
| We will go to Senator Stabenow, who is next on the questioning
ist.

Senator STABENOW. Thank you, Mr. Chairman.

First, let me just make a statement concerning the new economy.
I believe, also, we are in a new economy. I think we all understand
that we are moving to a new economy much more based on tech-
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nology and information. As we look at the priorities for all of us
as a country, that is one of the reasons why I support education
so strongly because we have not talked about it yet today, but
while we, on the one hand, need to increase and update our tech-
nology and investments on the business end, every business owner
I know is talking to me about a skilled work force as being the
other half of the pie in order to make sure that we can truly have
workers that can use the technology and the information.

And so I do not want to spend time, you are welcome to comment
on that, but I do want to say that there is more to this picture than
just what we have talked about so far today in terms of education.

I would also comment that I think that there have been a num-
ber of policy changes that have gotten us where we are today. I
would question whether tripling the national debt in the 1980’s got
us ‘g) where we are today, and I am concerned about going back
to that.

And that raises, I guess, and Mr. Baily, I would like to ask you,
you talk about, on Page 6 of your Conclusions for Budget Policy,
you indicate that the tax cut could end up driving up interest rates.
I wonder if you could speak to that and also to the reality, for most
working people and families, there has been a tax cut put forward,
but if interest rates, in fact, go up, could that wipe out any benefit
for the average person buying a home or a car or putting their chil-
dren through college and worrying about student loans and so on?

I am deeply concerned about what happens to my constituents
when interest rates go up.

Mr. BAILy. I think you are right to be concerned. I think if we
undermine the fiscal discipline that we have had, then that will
have an impact on interest rates and it is bound to make interest
rates a little higher than they would otherwise have been. And that
does impact families; those who have student loans, those who
have auto loans, those who have mortgages and so on. So, the tax
cuts may help the people who are paying a lot of taxes and they
get their taxes reduced, but for a lot of families that are not paying
much tax, they are not going to see a big benefit from the tax cut
that is being passed. So, for them, perhaps—I do not know exactly
how the balance would work out. You would have to look case-by-
case, but I think there is a danger, yes, that they would be not
really better off as a result of this tax cut because their interest
costs would have gone up.

Senator STABENOW. I am wondering, to followup on that for any
of the panel, back during the discussion with the tax debate, I
joined with Senator Evan Bayh from Indiana, Senator Olympia
Snowe from Maine, to put forward an economic trigger, a budget
trigger, so that, in fact, if the dollars did not come in as antici-
pated, any tax cut, any phase of that or spending, would be held
in suspension until the revenue was available to pay for it. So we
did not go into that or use Medicare or Social Security Trust Funds
to pay for the tax cut.

As we look at the revision that is coming in terms of CBO fore-
casts and so on, and the anticipation of revenues not being avail-
able to the extent that we thought, I would welcome any comments
about this whole question of our benefit to the country of going into
debt right now, in terms of impact on interest rates or impact on
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other areas of the economy, the use of Medicare and Social Security
to pay for spending, whether that be a tax cut or other kinds of
spending, and whether or not any of you would believe that we
ought to, in a sense, put into place some kind of a trigger or con-
tinue to work on that notion, so that we are not going back into
debt as a country.

Mr. DUDLEY. If I could just address some of your points; first of
all, on the point of education, I could not agree more whole-
heartedly. Productivity growth is partly due to the quality of the
labor input, and if you can improve the quality of labor, you are
going to get more productivity as a result, and education, obviously,
has a lot to do with the quality of the work force that we have. So
I agree wholeheartedly with that.

As far as the issue of interest rates being higher due to the tax
cuts, I would actually argue that you have already seen the effect
this year, in terms of interest rates. The Federal Reserve has cut
short-term interest rates by 250 basis points as we speak, probably
a little bit more than that later this afternoon, yet mortgage rates
are at about the same level as they were at the beginning of the
year; and it is very, very likely that the shift in the budget policy
is one reason why mortgage rates have not fallen this year. So
there is no question that change in fiscal policy does have con-
sequences for mortgage rates and the cost of housing.

Senator STABENOW. If I might just interrupt—excuse me for just
one moment—to emphasize that point, are you indicating then
that, in the long-term, that in order to adjust for potential deficits
down the road, that we are not seeing interest rates, long-term in-
terest rates, going down?

Mr. DUDLEY. I think it is fair to say that if you had not had the
tax cut legislation passed, if it had failed or had not happened—
which is obviously a counterfactual that we will never be able to
test—economists love these things—I think it is fair to say that
long-term interest rates, mortgage rates, would be considerably
lower than they are right now. Congress will debate about how
much lower, but I think that most economists would agree there
would be some effect.

Senator STABENOW. If you wanted to proceed further on the ques-
tion of the triggers.

Mr. DUDLEY. Turning to the issue of the triggers, I can certainly
understand the motivation for triggers. You do not want to spend
money before you actually have it in hand. I think the one thing
about triggers, though, that scare economists a little bit is that it
could make fiscal policy pro-cyclical, in the sense that let’s say the
economy is weak and you do not have tax receipts and so therefore
your budget surplus declines, maybe turns into a deficit, and then
you cannot cut taxes because the trigger mechanism comes into
play.

Say you are actually constrained from following this fiscal policy
stimulus that might be appropriate in that environment. I think
that the idea of triggers makes sense, though, in principle, but I
would enact it a different way. I think you should not basically
enact 10-year packages of tax cuts. I think it makes more sense to
enact tax cuts for the next year or two, and then, when you get
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down the road 2 years, you see where the surplus is, yo see if you
can afford to cut taxes further, and then you do it at that time.

So it embodies the same idea of triggers, not spending the money
before you actually realize it. But it does not lock you into a mecha-
nism that could make fiscal policy pro-cyclical, which can be dan-
gerous.

Senator STABENOW. Sure. I think we are saying the same thing,
just a different mechanism.

Mr. WESBURY. Well, if you do not mind, I would like to comment
on that, Senator, and disagree with some of the statements that
have been made. The whole argument that the shrinking budget
debt or total Federal debt or budget deficit is actually reducing in-
terest rates, is based on a theory called crowding out. In other
words, when the Federal Government borrows, it pushes private
borrowers out of the market, and therefore it drives up interest
rates.

If you look at how we came to surpluses today from deficits just
a few years ago, though, the real driver of that has been higher tax
revenues; and when I look at the economy, whether you tax money
from the private sector or whether you borrow money from the pri-
vate sector, you have crowded out investors and business people
and individuals either way. So, in other words, moving from deficit
to surplus has actually resulted just by shifting from borrowing to
more tax revenues; and, in fact, it still takes the same amount of
money out of the private sector. The real way to reduce interest
rates over time is not to play around within the debt or the deficit
or even worry about it, but to really focus on the size of the Federal
Government relative to the economy as a whole, because that is the
real crowding out, and last year taxes hit a record share of GDP,
20.6 percent of GDP, and anything that we can do to take less as
a share of GDP will cause less crowding out in the future. If you
really want to look for an effect on interest rates, that is where you
will get it. It is not this idea that the debt or the deficit has a huge
role in the level of interest rates.

Senator STABENOW. I realize, Mr. Chairman, my time has run
out. I would just make a comment and just indicate that I, with
all due respect, would disagree with the evidence in terms of the
1990’s and what happened when we paid down the debt and bal-
anced our budget and made investments in education and tech-
nology. I think everyone would agree the 1990’s were a pretty good
time because of—which actually was a very different policy than
what you are talking about. So I welcome the opportunity to debate
that more at another time, but I very much appreciate the panel’s
being here, and, Mr. Chairman, I yield back.

Chairman CONRAD. Senator Wyden.

Senator WYDEN. Thank you, Mr. Chairman. I appreciate your
holding this important hearing. It seems to me the very clear mes-
sage is that Congress better take seriously the prospect of all this
uncertainty in the budget planning process. You have made that
case very well and our witnesses have, also, and I want to ask you
just a couple of questions with respect to this point. Senator
Stabenow, I think, highlighted some of the concerns of our constitu-
ents, given the uncertainty—and we hear this at town hall meet-
ings.
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What would you tell people who come to a town hall meeting in
Coosbay, Oregon, and say, “I'm looking at all of this and I really
do not have a crystal ball. What do you think I ought to do as
somebody who is trying to think about my kid’s future, facing the
prospect of paying for long-term care for my parents?” What would
your counsel be to that person trying to find their way through
some of this uncertainty, making that decision for themselves?

Mr. BaiLy. Well, that is a big question. I will try to give some
answers, anyway. I basically agree with the point that Bill Dudley
made earlier, which is that rather than trying to enact a 10-year
package of taxes, we should look at the budget situation as it
unfolds, and so the uncertainty will be—even over the next couple
of years, we will get a better picture of how quickly the economy
bounces back and the extent to which we get a resumption of
strong productivity growth. So that letting the economic conditions
unfold and learning more, and then responding to that over time,
I think, is the right way to do it.

There is a tradeoff there, and actually

Senator WYDEN. I understand the point, and I think you have
made it very well. I want you to try to tell us what you would say
to a family trying to cope with the uncertainty that you all have
addressed this morning. I know that you have made the case to us,
and I think very persuasively, about some of the tradeoffs we are
going to have to make. But I would like to try to bring this home
to people in the way that they bring it to us, and that is they look
at this uncertainty and they are saying, “Gosh, Senator, where do
you think I ought to be going right now, in terms of planning our
future?”

Mr. BaiLy. Well, I think the answer at the family level in a way
is the same. If you have a very good year, and many people did last
year or over the last expansion, I do not think you react to that,
because your income has gone up, you got a lot of bonuses this
year, that is not necessarily the right moment to go out and buy
an expensive new house and an expensive new car. It is probably
the right time to say let’s save some of this and see if my income
continues to do well this year.

Perhaps many of your constituents today are finding that their
incomes have gone down, and they are having to face some of the
uncertainties there. I am a believer that government plays a legiti-
mate role in trying to provide a safety net for families that are in
trouble. I think one of the big problems that families today have
is if they lose their job, or maybe even sometimes when they keep
their job, they are facing lack of health-care coverage, they are con-
cerned that if they lose their job, how are they going to get another
one?

So anything we can do to provide better access to health-care for
people who lose their jobs or whose incomes are weak, anything we
can do to offer training and education so people can acquire the
skills that they need to deal with an uncertain economy, those are
some of the things that will help families, I think, that are faced
with this uncertainty.

Senator WYDEN. So let’s ask your associates. Families come and
they read about these reports, what would your advice be?
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Mr. DUDLEY. I certainly agree with Martin, that you do want to
save when times are good for the possibility of that rainy day,
when times are not good. I think you also need to save because I
think most people in the U.S. are probably not saving enough to
generate the retirement that they really hope for. With the stock
market being so strong over the last 10 years or so, I think it has
created a bit of an illusion about how high the returns are going
to be from the stock market on a very long-term basis. They are
not going to be as high as they have been, in my opinion.

They are higher because the economy’s performance improved
dramatically, from 1982 to 1999-2000. That is a onetime deal, and
I think the big thing that we have to convince people is that they
need to plan a little bit further ahead for what is going to happen
when they get older or their parents get older and they need to
plan for retirement.

Senator WYDEN. See, that is the central question. It is hard for
them to plan with all this uncertainty. You have hit the central
question, is we really would like to start building a new savings
ethic in this country, and I have introduced legislation a number
of times over the years to get people to start thinking about pur-
chasing private, long-term care insurance. But what has happened,
and I think the case that Chairman Conrad has made is it is very
hard to do that kind of planning with the uncertainty that you
have documented.

Mr. DUDLEY. Right. I agree, and obviously people value consump-
tion today quite a bit more than they value consumption five or 10
years from now. But I think we have to articulate to them why the
returns that were available in the stock market are probably not
going to be quite as high, but they still could be very healthy, but
not quite as high as what we have experienced. We also have to
recognize, to the extent that we can convince people to save more,
that generates other benefits for the economy, because it increases
the amount of capital available to fund private investment. So it
is good for them, I think. It is also good for the country as a whole,
because that is one vehicle by which you can actually drive up pro-
ductivity growth on a longer-term basis.

Senator WYDEN. Mr. Wesbury, did you want to add anything?

Mr. WESBURY. Sure, Senator. First of all, I agree with a lot of
the things that have been said. Savings is very important. Invest-
ing in the future is very important, and we have discussed here
this morning about how important education is, and that is, but
much of that is under the control of individuals, that they take the
time and invest the resources that they need in re-educating or
continuing their education in the future.

One of the interesting things, and I think very positive things
that has happened for individuals over the past 10 years, is that
we have seen—actually, over the past 18 years—is that we have
seen the number of investors and savers increase dramatically.
There are 100 million individuals in this country that own stocks
today, and this is the highest total we have ever seen. It is the
highest share of citizens in this country that have owned stocks,
that we have ever seen, and I think that is a very positive develop-
ment.
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So what I think we need to do is to provide the kind of the envi-
ronment where those resources will continue to grow in the future,
and that environment, in my opinion, is one with low taxes, small
government and less regulation that allows companies to become
more profitable, that allows incomes to go up, and that is the way
we increase our wealth over time. One last point, and that is that
we are always uncertain. In the midst of very strong growth, things
are uncertain. In the midst of very weak growth, they are uncer-
tain.

But one thing has been very, very consistent in the United States
for over 200 years, and that is that we have continually increased
our wealth and our standard of living. Our stock market has con-
tinually—not every year, not even over every 15 year period—but
it has climbed. So by saving and putting resources away and be-
lieving in the United States as being a very, very special place,
with entrepreneurs and with creation and with innovation and in-
vestment, we can believe in the future of our country, and I think
that is what I would suggest people do, believe in the future and
have faith, even though we will go through cyclical swings every
once in awhile.

Senator WYDEN. I see my time is up. I would only say, particu-
larly in response to you, Mr. Wesbury, that if you look at the big
increase in the number of people who got into the stock market, we
have seen a big chunk of that in the last eight or 10 years, and
I think we have had economic policies that have encouraged that.
I think what the chairman and I and others are concerned about
is that we have policies that read that kind of certainty in the fu-
ture, and I am prepared to support a whole host of policies that
will do that. I voted, for example—I was one of the small number
of people to have a capital gains tax cut now, because I thought
that would build on some of what we did over the last 8 years.

What I am concerned about is the cumulative effect of this 10-
year program, what will happen if the surpluses do not materialize,
and I think that is causing much of the uncertainty that your two
colleagues were talking about, and I think the difference of opinion
on this panel, and that, of course, is raising the possibility that it
could interrupt the progress that we have made in the past 10
years, of increasing the investor class.

So, Chairman Conrad, I think you are making an awfully impor-
tant point, and I look forward to continuing to explore this with
you in the future.

Chairman CONRAD. Thank you, Senator Wyden. Thank you for
being here and thank you for your excellent questions. I have just
a few questions I would like to ask the panel before we end this
hearing, and we are expecting a vote very soon. So, if you do not
mind, I would just like to go back to the panel, and first let me
say I think it has really been an excellent panel. Each of you is an
outstanding witness. I could not be more pleased for my first hear-
ing as chairman to have three such excellent witnesses. I appre-
ciate it very much.

Mr. Dudley, I would like to go first to you, because you had some
very specific estimates with respect to the effect on revenue of the
Federal Government of the short-term economic slowdown. As I
heard you describing it, looking at corporate profits, looking at indi-
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vidual income, looking at capital gains realizations, you were say-
ing that you would anticipate in fiscal year 2002, that the revenue
that was anticipated in the CBO forecast might be reduced by some
$50-$75 billion; is that correct?

Mr. WESBURY. That is correct.

Chairman CONRAD. Could you just review, for the record and for
the committee, the individual elements that you had gone through,
that led you to that conclusion?

Mr. DUDLEY. There are three elements that really make that up.
The first is we have had a very sharp contraction in corporate prof-
its this year, which can affect corporate tax receipts both this year
and next, and we estimate that that shortfall is going to be on the
order of $20-$30 billion for fiscal 2002, relative to the CBO’s projec-
tions. It is due to a weaker economy. It is due to the fact that the
weaker economy has fallen disproportionately on the corporate sec-
tor.

Second, we think that options income is going to decline, com-
mensurate with the decline that we have seen in the equity mar-
ket. This is much more difficult to forecast for two reasons: One,
we do not have good data on options income; and, two, there is an
offset. To the extent that options realizations fall, it actually could
tend to boost corporate tax realizations, because options income—
when these options are exercised, it creates a depreciable expense
at the corporate level.

But I certainly would expect that this is worth at least another
$10-$15 billion at minimum. And last, capital gains tax receipts;
the CBO is estimating a 3-percent decline in capital gains receipts
in 2002, from 2001, which to me seems very optimistic, given that
the equity market now is down more than 20 percent from its peak,
if you look at the broadest index, the Wilshire 5,000. It seems to
me that a more reasonable target would be the level of capital
gains tax receipts in 1999, given the fact that the stock market is
roughly at the same level as we were then, and the amount of un-
realized gains is lower now, because we obviously realized a lot of
gains in the year 2000.

So I would guess that that would all contribute to another $20-
$25 billion shortfall in personal income tax receipts, most of that
occurring probably next spring, when we get the final payments for
the 2001 tax year.

Chairman CONRAD. Let me turn to the other two members on
this question, and ask you if this is something you have analyzed
and whether you would agree or disagree with what Dr. Dudley
has just discussed? Dr. Baily?

Mr. BaiLy. I have not done a separate analysis, and I have not
obviously checked those figures, but I would support what Bill
Dudley says. I think those are very reasonable estimates of what
is likely to occur. Certainly, back when I was on the council and
we were more involved with doing specific budget projections, we
found, in general, that the January CBO projections were more op-
timistic than our administration projections, as to the revenue that
could come from any given set of economic assumptions. So if the
actual revenue comes in a bit below that, that would not be a sur-
prise.

Chairman CONRAD. All right. Mr. Wesbury.
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Mr. WESBURY. Yes, Mr. Chairman, I am in agreement. I have not
done a thorough breakdown of every category of revenue estimation
for the budget in 2002, but my forecast for the economy is for very
weak growth for the rest of this year. That will reduce tax reve-
nues in April of next year and for the next fiscal year, and I would
not argue a great deal about Dr. Dudley’s forecasts. I believe that
they are probably very, very close to what will actually happen.

Chairman CONRAD. Could I ask you, Mr. Wesbury, what is your
assessment, prediction, for economic growth for this year, in your
latest work?

Mr. WESBURY. Sure. My forecast is that actually we will see a
decline in real GDP, fourth quarter over fourth quarter of this
year, of about 0.1 percent, so a very slight decline. If you look at
a year over a year growth, it comes in a little bit under 1 percent
growth for the total year.

Chairman CONRAD. Let me go to the second question that is real-
ly the focus of this hearing, because that is kind of the short-term
side. I appreciate very much your testimony on that. That is help-
ful to the committee, because we are asked all the time to advise
our colleagues, what are we looking at for next year, and this will
be useful in those discussions. In fact, I am going to a meeting of
all the committee chairmen at 12:30, and I am going to be sharing
with them what I have heard here this morning, about next year.

The second question is the longer-term question on productivity.
Again, Mr. Dudley, I read The Economist piece, and that relied
heavily on your work that suggested instead of 2.7 percent produc-
tivity growth or 2.5, when one factors in the slowdown this year
over the next 11 years, that you are anticipating that perhaps a
more realistic assessment—and do not let me put words in your
mouth. If you disagree with my characterization, please say so. But
as I read this, you are indicating that your work suggests that a
more realistic expectation of productivity growth over the forecast
period is perhaps 2.25 percent.

Mr. DUDLEY. That is correct.

Chairman CONRAD. It sounds, I'm sure, to somebody listening,
“Boy, that’s very, very minor differences.” But very small dif-
ferences here make very large differences with respect to antici-
pated revenue over the 10-year period. Can you tell the committee
if I have characterized correctly your conclusion, and give us a lit-
tle broader view of why you believe that is a more realistic expecta-
tion.

Mr. DUDLEY. That is our conclusion, 2.25 percent, and, obviously,
that is a point estimate. There is uncertainty around that number.
Martin Baily used figures of 2.0 to 2.5 percent, and I feel very com-
fortable with that kind of confidence interval. The logic of why we
reach that conclusion is as follows. Productivity growth stems from
three factors, improvements in quality of labor input, more capital,
and what is called multi-factor productivity, which is the part that
you really cannot identify the output as being increased by adding
any identifiable inputs. It is really the good stuff. What happened
in the late 1990’s is we had a very rapid acceleration in the pace
of capital depending due to the investment boom. So the contribu-
tion to productivity growth from that source went up dramatically.

Chairman CONRAD. When you say capital deepening——
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Mr. DUDLEY. More capital per worker, high levels of investment,
giving workers more capital to work with. Therefore, their output
goes up. That is great if it is sustainable. But, in our opinion, the
rate of capital deepening that we had in 1999 and 2000 is not sus-
tainable. It was a boom where we did actually have some over-
shooting, and the reason why we think that boom was
unsustainable was that the profit expectations people had when
they made that investment were unrealistically too optimistic . We
are going through right now the disappointment with those profit
expectations, and so investment is coming down very, very sharply.

The tough thing is estimating, well, where is this all going to set-
tle out in the long run? What rate of capital deepening is sustain-
able over the long run? If we say that 1999—2000 was too high, and
it was about 5 percent per year, where are we going to end up over
the long run? We created a model that is contained in our longer
paper, “U.S. Investment Boom Goes Bust,” and what it does is try
to estimate what kind of capital deepening pace is sustainable on
a long-term basis, and based on the return on capital that we see
in the economy, we estimate that pace of capital deepening that is
sustainable on a long-term basis is about 3.0-3.5 percent a year,
lower than the 5-percent we had in 1999-2000, and that is why we
have taken down our estimate of long-term secular productivity
growth to about to 2.25 percent a year.

Having said that, 2.25 percent a year is not that bad. It is much
higher than the average productivity growth from 1973 to 1995,
which was about 1.5 percent a year, and if you think about it in
terms of how rapidly you double your standard of living, you basi-
cally double your standard of living in about 25—you know, about
30 years. That is not bad when you really think of it in those
terms, each generation you can double your standard of living. So
2.25 percent is not bad. It is just not as good as where we were
in 1999-2000.

Chairman CONRAD. Final question, and then I am going to ask
the other two to comment on both parts of your answer: The impli-
cations of that lower productivity growth for revenue for the Fed-
eral Government is, with the projected on-budget surplus of $3.1
trillion you are suggesting a third of that would disappear, if this
productivity growth was as you suggest.

Mr. DUDLEY. The CBO has projected that potential GDP growth
over the next 10 years will average 3.3 percent, using a produc-
tivity number of a little bit over 2.5. If you use our lower produc-
tivity growth number of 2.25, you get potential GDP growth of
about 3 percent, so three-tenths of a percent difference. If that all
seeps through to the actual growth rate of how fast the economy
actual grows, which is a reasonable assumption, if the Federal Re-
serve does its job properly and pushes us to full employment, that
would reduce the revenues of the Federal Government, using the
CBO’s own figures, by somewhat over $700 billion over that 10-
year time horizon.

So, according to the CBO, for every tenth-of-a-percent reduction
in growth over a 10-year time horizon, you lose $245 billion of rev-
enue. So even small differences in the growth rate, as you have
pointed out, Mr. Chairman, lead to fairly large revenue con-
sequences for the Federal Government.
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Chairman CONRAD. Dr. Baily, what is your reaction to what Dr.
Dudley has suggested, both with respect to this productivity growth
question over the decade and the question of the implications for
the Federal budget?

Mr. BaiLy. Well, I agree with much of what he said, and as I
mentioned in my written testimony, the same set of figures, essen-
tially, that if you drop productivity growth down, that feeds into
lower GDP growth, and I agree with the CBO’s number, that you
will get about a $245 billion reduction. So if you go from 2.5 to
2.25, you will be down by $700 billion.

I certainly would not be surprised, however, and again, I have
emphasized here the uncertainty as much as being able to say pre-
cisely what the number is going to be. If you go down to 2 percent
productivity growth, and you are losing about $1 trillion from the
deficit, and as CBO itself points out, if you went down to 1.5, which
is what we had for 20 years or more, then you are no longer in the
surplus range. You are really talking about deficits on the on-budg-
et side.

In terms of being able to estimate what the productivity trend is
going to be, then I think we all learned the same set of models in
graduate school, and I think those are good models. But, again, I
think there is more uncertainty around them. In my own view of
past history, I think the very close link between capital investment
and productivity is not quite as close as these models suggest, and
that if you look over a long period of time, that the trends in labor
productivity are not always very well-projected by the short-run
movements or even the medium-term movements of capital invest-
ment.

I think that the effect is right, the more capital you get, the fast-
er productivity grows, but I think there is more uncertainty around
that arrangement. So, in the current situation, I think a key open
question is, given the huge investment boom that we had, does that
mean that companies have enough high-tech capital and can take
advantage of it, and we can continue to get productivity growth of
2.5 percent, conceivably even more than that, or I think 2.5 is prob-
ably about as high as I want to go, or are we now seeing that the
strong productivity growth of the 1990’s was in part due to unusu-
ally favorable circumstances?

Quite a bit of this growth occurred in industries like wholesale
and retail trade. We know that there was a huge spending boom
in the 1990’s. There was hugh throughput going through all the re-
tail and wholesale establishments, which was one reason they were
able to increase productivity growth, not the only reason, but it
helped them to do that. So some of the sort of temporary factors
that helped us in the latter part of the 1990’s, I think, may be less
likely to prevail going forward. So my bottom line is very close to
what Bill Dudley said, 2.0-2.5 percent, I think, is the most likely
range. But, again, I am not quite as confident that we can exactly
model what is going to go on, and so that is why I stress the uncer-
tainty in those projections.

Mré1 DUDLEY. I would agree that it is highly uncertain, for the
record.

Chairman CONRAD. All right. Mr. Wesbury, on those two ques-
tions, if I could get your commentary, in terms of productivity
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growth going forward and the implications for the Federal budget,
and I know you have already spoken to this question, but I think
it is good to have it as part of a summation here, as well.

Mr. WESBURY. And I agree. I think that is a good idea. One of
the things that I have done in the past, July, 1999, the Wall Street
Journal called the, the newspaper, and one of the reporters on the
newspaper wanted to know what would happen to Federal budget
surpluses if the CBO was actually underestimating productivity,
and at that time the CBO was forecasting productivity growth of
a little less than 2 percent a year, and I am quoted, and my num-
bers are in that article, saying that productivity would be much
higher and the surpluses would be much higher in the future. For-
tunately, that forecast proved to be correct, and as a result both
the OMB and the CBO raised productivity forecasts recently, and
I believe correctly so.

Let me comment real quickly on capital deepening. One of the in-
teresting things that we saw during 1999 and the early part of
2000 had a great deal to do with Y2K. My firm, in particular, an
investment bank in Chicago, bought a new computer, new serv-
ers—a new computer for every single person, new servers, new
software. We replaced our entire computer system in 1999 to pre-
pare for Y2K. I would suggest that we have not seen the full ben-
efit of that investment in my firm to date, and we will continue to
benefit from those investments in the future.

What is interesting is we have not bought new computers this
year, except piecemeal, when we add a new worker here or there.
As a result, I believe that the benefits of that technology invest-
ment, that capital deepening, still continue to this day, in my firm,
and, I think, also in the Nation as a whole. In fact, I am more opti-
mistic, and when it really comes down to it, it is a half-a-percent
maybe per year, but as you have pointed out, that is a great deal
over a 10-year budget period. I am much more optimistic about pro-
ductivity as we move into the future.

I think productivity will actually come in at 3 percent per year,
possibly even a little bit higher. We are seeing the impact of cen-
turies, millennium of innovation and creativity accelerate today.
We can go back and look at thousands of years of inventions, and
see how each one begets new ones, and the pace of innovation con-
tinues to quicken. We see innovation in the biotech field, not just
in the computer field, and we are having massive gains in health-
care and health services productivity today. We are seeing com-
puters on the Internet move to a wireless network, and that will
also come with massive gains in productivity, and as a result, I am
very optimistic about the future, and I would argue that these CBO
and OMB estimates of 2.7 percent growth in productivity are well
within the realm of possibility and well within the realm of uncer-
tainty that exists.

One last point, and that is that the CBO forecast that, over the
next 10 years, Federal Government revenues, even with a 2.7 per-
cent gain in productivity, will increase 4.9 percent per year, on av-
erage. That same forecast has nominal GDP growing at a 5.1 per-
cent annual pace. So, in other words, they see revenues growing
slower than the economy. Just as a point of reference, in history,
over the last 20 years, revenues have always grown faster than the
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economy, and the reason is very simple, and that is people are
pushed into higher and higher tax brackets as real income grow.
Even with brackets adjusted for inflation today, we will see that,
and therefore my forecast is that we will actually see revenues over
the next 10 years grow faster than real GDP, and that leads me
to believe that these CBO estimates are actually on the conserv-
ative side, estimating that revenues will grow slower than GDP,
which is not what history has shown us.

Chairman CONRAD. First of all, I hope you are right. I think all
of us do. I really very much hope you are right. I do not think we
can plan our fiscal affairs based on that, I really do not, because
I used to have to forecast the revenue for my State. That was one
of my responsibilities. I remember we had one young economist
here during the budget resolution debate, and he said, “You know,
what we have seen is that, when estimates are always wrong on
the low side, that that tends to continue,” and I say to him, “Yes,
it tends to continue until it does not,” because I remember very
well the 1980’s. I remember in my State, that is one of the largest
oil producers, and they were telling us oil prices were going to $100
a barrel. Well, they did not go to $100 a barrel. They did not go
to $50 a barrel. They did not go to $40 a barrel. The result was
a substantial shortfall in what was projected, and I just remember
that so clearly. It is indelibly linked in my memory with forecast
uncertainty, and I think we have got to acknowledge forecast un-
certainty when we are budgeting around here, and be conservative
with respect to what we project.

Let me conclude now and again thank this panel. You have just
been excellent, and I think we have gotten to the heart of questions
we wanted to discuss here today; one, the short-term weakening
that all of you have testified to, and, as I hear you, you have all
agreed that we should anticipate next year some shortfall from
forecast, and then a very real difference in terms of the longer-term
question on productivity growth, which is so central to the longer-
term forecast.

Mr. Dudley, you and Mr. Baily were indicating some skepticism
about the amount of productivity growth that is forecast, and that
has significant implications for the budget over the 10 years.

Mr. Wesbury, if I can characterize what you have said, hopefully
correctly, that you think this is well within reason, what is in the
forecast, and that, in fact, you think it may be on the conservative
side. That is the great thing about our country. We can have three
outstanding, highly qualified witnesses before this committee and
have a real difference of opinion, and that is what helps inform the
work of this committee. I am very much appreciative of your being
here today and taking time to share your wisdom and knowledge
with the committee. With that, we will close the hearing.

[Whereupon, at 11:59 a.m., the committee was adjourned.]
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The committee met, pursuant to notice, at 10:06 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, chair-
man of the committee, presiding.

Present: Senators Conrad, Nelson, Stabenow, and Clinton.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. We will bring this hearing to order.

There is currently a vote on, on the Senate floor, and I went to
vote quickly so that I could come and we could start the hearing
because there is going to be another vote soon. So, hopefully, we
can get in opening statements and begin testimony before the next
vote.

I want to welcome everyone here this morning for our hearing on
how big is the remaining surplus. We have a distinguished group
of experts with us today who have all followed the Federal budget
very closely for many years, and all have played an important role
in urging the President and Congress to maintain fiscal discipline.
For that, the country owes you our thanks.

We have with us this morning: Robert Greenstein, the executive
director of the Center on Budget and Policy Priorities; Robert
Bixby, the executive director of the Concord Coalition; and Carol
Cox Wait, the president of the Committee for a Responsible Federal
Budget. Welcome to you all.

I am just going to make a very brief opening statement and then
go to the witnesses. Let me just start with a chart because the fun-
dilmental question before us today is how big is the remaining sur-
plus.

Avaitable Surplus Assuming Bush Tax Cut, Defense Request and Other Budget Policies
(Total budget surplus excluding the Social Security and Medicare Trust funds)

{8 biltions) 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 10-yr

CBO May surplus 92 95 125 155 173 225 279 324 385 459 525 2,745

74 38 90 107 107 135 151 160 167 187 129 1272
1 27 29 3 3B 42 56 80 &4 89 72 488
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Total 85 82 147 178 195 240 288 317 347 394 365 2559
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This chart shows starting with the Congressional Budget Office
May surplus projection; that we had $2.7 trillion of non-Social Se-
curity, non-Medicare surplus over the next 10 years available to us.
Of course, since then, we have enacted a tax bill that reduces that
amount by nearly $1.3 trillion.

Changes in the Total Budget Surplus Since May
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We also have a budget resolution that has passed that takes out
an additional nearly $500 billion, and then we have the defense re-
quest that the President is sending up to us that has a request in
2002 for over $18 billion, and the 10-year effect of that proposal,
if you adjust it every year for inflation, is $220 billion.

Then you have the associated interest costs with those three
items, and you can see that the non-Social Security, non-Medicare
surplus is largely gone. In fact, it is gone in 5 years, the years of
2003, 2004, 2005, 2006, 2007. We are already into the Medicare
Trust Fund, and by a fairly substantial amount. So it is not good
enough just to look at 10-year totals. We also have to look at the
year-by-year effects of what is being proposed and what has al-
ready passed.

Let’s go to the next chart that looks at this in a little different
way. In this chart, we start with the May budget resolution sur-
plus, which showed $471 billion available. That is after the budget
resolution. That is after the tax cut, $471 billion available over the
10 years. But then, if we adjust that by the Bush defense request,
again, if we take the number he is asking for in 2002 and ramp
%t up simply by inflation, that gives you a 10-year effect of $220 bil-
ion.

Available Surplus Assuming Resoluti

If you then look at a possible increase for education, because
there is no new money in the budget for education, we have just
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passed an authorization bill that says the Congress is prepared to
pass more than $350 billion of new funding for education. That is
an authorization bill.

I think all of us know that is unlikely to all be appropriated, but
if we just take the IDEA portion of it, the Disabilities Act portion
of it, which is $154 billion, and then, third, if we adjust the forecast
because we all know that economic growth was slower than antici-
pated in CBO’s forecast, if we adjust that by even a low-end adjust-
ment of $165 billion over the next 10 years—and we are hearing
that CBO may adjust their forecast by $200 billion to $300 bil-
lion—if we take just a low-end estimate of $165 billion, you can see
the result.

The surplus is gone. The raid on Medicare is in every single year,
including 2001. Only in 2002 and 2011 is there not a raid on Medi-
care, but every other year, 2001, 2002, and on through 2009, we
are raiding the Medicare Trust Fund, and by substantial amounts;
in fact, so substantial that we also are raiding the Social Security
Trust Fund in five of the years, 2003, 2004, 2005, 2006, and 2007.

The first chart I showed was not assumptions. The first chart I
showed that indicated we are headed into the Medicare Trust Fund
was based on the budget resolution that has passed, was based on
the tax bill that is passed, was based on the defense recommenda-
tion the President’s people have made.

This chart goes further and looks at not only the defense add
that the President is proposing, but also a potential adjustment to
education. Everybody says it is the top priority, and, yet, there is
no new money in the budget for education. I think it is reasonable
to anticipate money will be added, and, also, a revision to the fore-
cast that I think is pretty clearly coming.

Economic growth in all likelihood is not going to be 2.4 percent
this year, as was included in the forecast. The blue-chip consensus
now is 1.8 percent. If those things happen, the results are very
clear. We have a dramatic and substantial raid on Medicare of over
$250 billion, and a raid on the Social Security Trust Fund as well
of over $40 billion.

This is important information for our colleagues. It is important
information for the country. It is important information for our col-
leagues because of the eight reserve funds. Seven of them are tied
by a requirement that they can only be triggered if we are not in-
vading the Medicare Trust Fund. That is the requirement that is
tied to seven of the eight reserve funds.

The only reserve fund that is not so encumbered is the reserve
fund for the prescription drug benefit. All of the other reserve
funds have that requirement. So that is the overview of where we
are and where we think we can reasonably anticipate we are head-
ed.

It tells me that we are on very thin ice. It tells me that we al-
ready have a problem, and that that problem is likely to grow given
the defense request the President is sending, given the bipartisan
support and overwhelming support for additional funding for edu-
cation that is not included in the budget, and given the fact that
the strong prospect is for a reduction in the forecast given the cur-
rent economic weakness.
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Yesterday, we had a hearing in which we heard from top econo-
mists. One of them predicted that 2002 Federal revenue will be re-
duced by $50 billion to $75 billion below the forecast. That is just
for 2002.

Let me put up the chart again that shows our projection under
a possible economic revision. We only took out $20 billion in 2002.
We only took out $20 billion. Mr. Dudley, the chief economist for
Goldman Sachs, told us yesterday, he believes the revenue next
year will be reduced by $50 billion to $75 billion.3

The other two economists, including the former chairman of the
Council of Economic Advisors under President Clinton, agreed with
that assessment.

The Republican witness also agreed with that assessment that
we could anticipate a reduction in revenue next year of $50 billion
to $75 billion.

Again, I want to emphasize we have put in our estimates only
a $20-billion reduction. If, instead, we get the kind of lowering of
revenue that was testified to here yesterday, obviously the situa-
tion is much more serious, but we will know better as we get to
the August reestimate.

With that, I want to turn to our witnesses and, again, thank
them each for coming. We will start with Robert Greenstein, the
executive director of the Center on Budget and Policy Priorities,
who has been a watch dog on Federal budget affairs for as long as
I can remember, somebody with deep credibility on these issues.

Welcome.

STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE
DIRECTOR, CENTER ON BUDGET AND POLICY PRIORITIES

Mr. GREENSTEIN. Thank you, Mr. Chairman.

Mr. Chairman, you have presented me with an unexpectedly dif-
ficult task today now that you have put together this outstanding
staff. I do not have that much to add to your opening statement,
but let me try and go through the analysis.

As you have just indicated, the problem is that when you take
into account the tax cut and the budget resolution, that little sur-
plus remains after 2002, really not after 2002 until you get toward
the end of the decade, nothing at all, for example, in 2003 through
2006.

It is true—

Chairman CONRAD. Maybe I can ask you to pull the microphone
a little closer.

Mr. GREENSTEIN. Certainly.

Chairman CONRAD. These microphones, as you will recall, are—
you have to speak almost directly into them.

Mr. GREENSTEIN. We hear some people say, some on the Hill,
that if you take the Social Security—if you take the surplus—this
is what our first chart shows. If you take the surpluses, project it
at $5.6 trillion outside Social Security—$5.6 trillion for the whole
budget, and you subtract the Social Security and Medicare hospital
insurance surpluses and you subtract the cost of the tax cut as offi-
cially estimated by the Joint Tax Committee and the official esti-

3CHART NOT AVAILABLE AT PRESS TIME.
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mates in the budget resolution, it appears that $500 billion re-
mains over 10 years, and that is sometimes cited as evidence that
there is room for lots more tax cuts and initiatives, but that $500
billion assumes that all the subsets are honored in the tax cut, that
there will be no extension of expiring tax credits, not increase in
defense spending such as just proposed, and that the unrealistic
levels of non-defense discretionary spending in the budget resolu-
tion will be adhered to, also that there will be no natural disasters.

So, if we begin to move to some more realistic assumptions, the
first thing we find when we go to the next chart is that more than
40 percent of this supposed $500 billion occurs in 2011 and is
largely an artifact of the sunset of the tax bill at the end of 2010.
Once you take that into account, there appears to be, if you look
at the middle column on this table, Table 3 in my testimony on
page 4—there appears to be $287 billion left, but that $287 billion
is a significant overstatement because it omits the cost of various
must-pass items and other items very likely or virtually certain to
pass that are not in the budget resolution.

Let’s take just one, extending the expiring tax credits, the ex-
tenders. This table, Table 4 in the testimony, simply reflects the
enacted tax cut, the budget resolution, and extending the expiring
tax credits, nothing else. Nothing else.

If you look at this table, you see that there already is nothing
left in 2003 through 2006, nothing at all. A little bit later in the
decade, but nothing in those years, and this table itself is overly
optimistic, is unrealistic because it leaves out the following. It has
none of the new defense requests from Secretary Rumsfeld, $18 bil-
lion in budget authority in 2002. A conservative estimate is that
that will ultimately translate into 200- to $400 billion over 10 years
in defense.

Non-defense appropriations. The budget resolution is unrealistic
here. It assumes cuts in non-defense discretionary programs of $45
billion over 10 years below the CBO baseline, below today’s level
adjusted for inflation. If within that minus $45 billion, areas like
education and health research are to be increased, the rest of non-
defense discretionary would have to be cut more deeply. History
suggests such reductions are unlikely even in times of budget defi-
cits, and, certainly, in time of budget surplus where neither the
President nor the congressional leadership is making a public case
for such cuts.

As you know, the rhetoric has consistently been that there is
plenty to meet all needs. A more prudent and realistic assumption
is that appropriations for non-defense discretionary will at least
grow with inflation and the U.S. population; that is, stay constant
in real per-capita terms. That, by the way, is the standard Presi-
dent Bush used as the appropriate standard for measuring changes
in discretionary spending during the Presidential campaign when
he was discussing spending changes in Texas during his tenure as
Governor.

Even that may be an understatement. Over the last 15 years, ap-
propriations for non-defense discretionary have remained constant
as a share of the economy, of GDP, which means they have risen
faster than inflation and population. So I am making the conserv-
ative assumption here that even though they stayed even with
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GDP and rose in real per-capita terms if years of deficits, that they
will fall as a share of GDP and only remain constant in real per-
capita terms in this period of surpluses, and that assumption re-
quires $200 billion more for an NDD that is reflected in the budget
resolution.

The budget resolution has no money for natural disasters like
floods, which you know well in North Dakota, hurricanes, earth-
quakes, and the like. Those have been averaging 5- to $6 billion a
year. These figures, which show nothing left in 2003 to 2006, have
no assumption on the alternative minimum tax, which will push as
many as 20 million additional tax—the new tax bill will push as
many as 20 million additional taxpayers under the AMT. As you
know, there is relief from that through 2004 only, and it then ex-
pires. And as I know you are aware, the Joint Tax Committee re-
cently issued an estimate that if the sunsets in the tax bill are not
applied, if the bill is extended as its supporters say they would like
it to be, that the additional cost is $386 billion over 10 years. That
is not reflected in these figures.

Prescription drugs, these figures assume $300 billion over 10
years. That is about the cost of Senator Graham of Florida’s bill.
Under that bill, beneficiaries would have to pay half of the pre-
miums, and to get coverage that offset about half of the cost of the
drugs, analysts like Bob Reischauer and others question whether
Congress ultimately will be able to provide a drug benefit that is
that limited. I am not questioning that you may not pass an initial
bill for $300 billion, but as it goes into effect, one can count on the
public asking for what it views as a more adequate drug benefit.
These figures have nothing at all for Social Security or Medicare
solvency.

Many of us—I think Bob probably shares my view on this—are
concerned that in the absence of some general revenues as part of
a Social Security solvency package, if you do not have that, that
the choices will be so tough, that we will pass no solvency package
at all and kick the can down the road again.

The items that are left out of these figures could reach $200 bil-
lion in 2003 through 2006 when there is already no money left.
They could reach close to $2 trillion over the decade as a whole.
So the bottom line is that unless Congress wishes to borrow from
the Medicare or Social Security Trust Funds, hardly any of the
available surplus remains after 2002 to address this range of de-
fense and domestic needs.

The conclusion I draw from this, the first conclusion, is that the
policymakers here badly need to adopt and adhere to a policy of
holding the cost of the tax cuts over 11 years to the $1.35 trillion
that is in the budget resolution which means that any new tax
cuts, including repeal of the subsets in the tax law must be paid
for by scaling back other provisions in the tax cut that haven’t
taken effect yet, by merely, in my view, people at upper income lev-
els, by other revenue-raising measures such as closing on produc-
tive tax breaks, or by a combination of those approaches.

The principle here is that set forth in a recent New York Times
editorial. Further tax cuts that exceed the amount Congress allot-
ted for tax cuts in the budget resolution must be paid for either by
scaling back the new tax cut law or providing offsetting revenues
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in other ways. Even with that set, excruciating choices would re-
main, large defense increases, adequate funding for non-defense
discretionary, funding to help restore Social Security solvency, a
more adequate drug benefit, and other important domestic and
international needs will complete for the very limited resources
that remain.

To address that problem, Congress probably is going to have to
either go into the trust fund surpluses, raise still further revenues,
or cut popular programs, and I think that without additional re-
sources, it will probably be impossible to enact measures to restore
long-term Social Security and Medicare solvency.

The bottom line is the tax cut overreached, and the worst thing
we could do is to overreach further before we start addressing the
problems that we have already put ourselves in.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Greenstein follows:]
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TESTIMONY OF ROBERT GREENSTEIN
Executive Director, Center on Budget and Policy Priorities
before the
Senate Budget Committee
June 28, 2001

I appreciate the opportunity to appear before the Senate Budget Committee. I am Robert
Greenstein, executive director of Center on Budget and Policy Priorities. The Center is a policy
institute that focuses on fiscal policy issues and has a particular interest in the effects of
government policies on low- and moderate-income families.

The subject of this testimony is the state of the projected budget surplus following
approval of the Congressional budget resolution and enactment of the recent tax-reduction
legislation.

Overview

Congress has repeatedly expressed its intention to “wall off” the surpluses in the Social
Security and Medicare Hospital Insurance trust funds. Taking into account the recently signed
tax cut law with an official cost of $1.35 trillion over 11 years, along with the other initiatives in
the Congressional budget resolution (for a prescription drug benefit, payments to agricultural
producers, efforts to reduce the number of uninsured, etc.), the remaining surplus outside the
Social Security and Medicare Hospital Insurance trust funds appears to be about $500 billion
between 2002 and 2011. This does not mean, however, that $500 billion remains available for
further tax cuts or program expansions. The estimate that $500 billion remains is based on a
number of unrealistic assumptions, including the following.

. The figure assumes that the $1.35 trillion package of tax cuts, as signed by the
President, will actually expire on December 31, 2010, and several other provisions
of the new law — including a measure providing relief from the Alternative
Minimum Tax — will expire between 2004 and 2006. It is unrealistic, however,
to assume the wholesale expiration of the tax cuts after 2010 or termination of
AMT relief after 2004.

. The figure assumes there will be no extension of the various expiring tax credits,
such as the research and experimentation tax credit. Of course, these tax credits
are virtually certain to be extended.

. The figure assumes appropriations for non-defense programs over the next decade
will be strictly limited to the level assumed in the budget resolution, which is $45
billion below what is needed for these programs simply to keep pace with
inflation (i.e., $45 billion below the CBO baseline) and much farther below what
is needed for these programs to remain constant in real per-capita terms (i.e., for
the appropriation levels for these programs to keep up with inflation and changes
in the size of the U.S. population). Past experience strongly indicates that the
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Table 1

CBO’s Aprif Projection, Adjusted for Enacted Tax Cuts
(Ten-year total, 2002-2011, in trillions of dollars)

Total budget surplus in CBO’s April projection $5.6
less. Social Security surplus 25
less: Medicare HI surplus _04

“Available” surplus (excluding Social Security and Medicare HI surpluses) 2.7

Enacted tax cut:

Official Joint Tax Committee cost estimate -1.3
Resulting increase in interest costs =05

Cost of enacted tax cut, including interest -1.7

Other items in the budget resolution:

Program initiatives (prescription drugs and others) -0.5
Resulting increase in interest costs =01

Cost of the other items in the budget resolution -0.6

“Available” surplus (excluding Social Security and Medicare HI surpluses) after

enacted tax cuts and initiatives in the budget resolution 0.5

Note: May not add due to rounding.

level which the budget resolution assumes for non-defense appropriations is
unrealistic and unattainable. The bipartisan interest in boosting funding for
education, health research, and other areas makes it even more unlikely that this
level will be met.

The $500-billion-remaining-surplus estimate also fails to include any allowance for
natural disasters such as floods and hurricanes or for the defense spending increases the
Administration has requested this week and will request in future years.

When the budget resolution figures are adjusted to reflect more realistic assumptions —
such as an assumption that the research and experimentation credit and the other tax “extenders™
will be renewed — very little surplus remains after 2002 outside the Social Security and
Medicare Hospital Insurance trust funds. In fiscal year 2003-2006, no such surplus remains.
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Table 2

Additional Costs Included in the Congressional Budget Plan
(Ten-year total, 2002-2011, in billions of dollars)

Entitlement benefits, mandatory spending, and miscellaneous receipts:

Prescription drugs / Medicare “reform” 300

Agriculture and natural resources 74

Health insurance programs, net 57

Other mandatory spending and revenues (including SEC fees) 48
Appropriated programs:

Defense 35

Non-defense _-45
Net spending increascs in the budget plan 469
Resulting increase in interest costs 121
Total additional costs 590

Notes: May not add due to rounding. The health program changes shown above encompass the Family Care and
Family Opportunity expansions of Medicaid/SCHIP, expenditure increases for health insurance coverage
generally, increases for Medicare home health payments, and a tightening of the “upper payment limitation”
regulations in Medicaid to prevent unwarranted payments to states

Current Budget Projections and the Tax Cut

In April, the Congressional Budget Office (CBO) released revised ten-year budget
projections showing a unified budget surplus of $5.6 trillion over the ten-year period from 2002
through 2011. The surplus outside the Social Security and Medicare Hospital Insurance trust
funds, which we refer to here as the “available surplus,” is smaller — $2.7 trillion over the
decade.

These CBO projections do not account for the newly enacted tax cuts. According to the
official estimate of the Joint Committee on Taxation (JCT), the tax cuts cost $1.275 trillion over
the ten-year period from 2002 through 2011 (and the more familiar figure of $1.350 trillion when
the costs in 2001 are included). CBO’s projected surplus will be reduced by that amount. The
surplus also will be reduced to reflect the increased interest payments on the debt that will be
paid as a result of the tax cuts. (Enactment of the tax legislation means that surpluses will be
smaller and the debt larger than CBO projected in April; therefore, over the next decade, interest
on the debt will be higher than CBO projected in April.) Using CBO’s standard methodology for
estimating interest costs, the increased interest payments on the debt will total $383 billion over
the next ten years. The available, ten-year surplus is consequently reduced from $2.7 trillion to
$1.1 trillion as a result of the tax cut.
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Table 3

The Surplus After Tax Cuts and the Congressional Budget Plan
(in billions of dollars)

9-year total 10-year total

2002 irough2010  through 2011
Available surpluses after the tax bill 53 779 1,087
less: Cost of remaining policies in Congressional R
budget plan (from Table 2) 21 -401 469
Resulting increase in interest costs -1 91 -121
Remaining available surplus {(excluding Social Security 31 287 497

and Medicare HI)

Notes: May not add due to rounding. This table assumes that the 828 billion in “Family Care” funds in the budget plan are
expended over more than the first three years of the budget period,

The Congressional Budget Resolution

The Congressional budget resolution calls for some additional expenditures, including
$300 billion over ten years for a prescription drug benefit and “Medicare reform.” Table 2 lists
the major costs assumed in the Congressional budget plan, beyond the tax cut.

If Congress approves the expenditures called for in the budget resolution, the available
surplus will be reduced to approximately $500 billion over ten years, as Table 1 shows. This is
the $500 billion figure sometimes cited as reflecting the amount remaining for further tax cuts,
defense spending increases, and various domestic spending iterns.

Taking Into Account More Realistic Assumptions

This $500 billion figure, however, can not be taken at face value. First, more than 40
percent of it occurs in 2011 and is largely an artificial result of the scheduled expiration of the tax
cuts after 2010. As Table 3 shows, only $287 billion remains in 2002-2010. Second, these
figures overstate the remaining surplus because the tax bill and the Congressional budget
resolution omit the costs of various “must pass™ items and other measures that are very likely or
virtually certain to become law.

Let’s consider one arca where “must pass™ legislation is not taken into account — the
extension of the expiring tax credits popularly known as the “extenders.” These tax credits are
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Table 4

The Incredibie Shrinking Surplus
dollars in billions

Ten-year total
(2002-2011)

Available surplus after the tax bill and the budget resolution 497
less::  continuation of research and experimentation credit and other “extenders” 78

resulting increase in interest costs 15
Remaining surplus 404

PP 5 remaining in remaining in . Ten-year total
remaining in 2002 2003-2006 2007-2010 remaining in 201§ (2002-2011)
31 -3 185 192 404

Notes: May not add due to rounding  This analysts assumes that the $28 billion contained in the budget resolution for
health insurance initiatives will be spread over seven years rather than being concentrated
entirely in 2002-2004,

scheduled to expire every few years and always are extended on a bipartisan basis. One such
credit is the research and experimentation tax credit, currently authorized through 2004.

President Bush’s budget proposed to make this credit permanent, a move that enjoys
overwhelming bipartisan support. Congress left that proposal out of the tax bill, knowing that
extension of the credit will be enacted as part of a subsequent piece of tax legislation. Congress
evidently intends to extend the other expiring tax credits as well. Extending these credits will
cost $78 billion over ten years.

Table 4 shows the size of the available surplus when the cost of extending the expiring
tax credits is taken into account. Over the ten-year period through 2011, about $400 billion
appears to be available. But only about $200 billion remains in the 2002-2009 period. And over
the four-year period from 2003 to 2006, the surplus is entirely gone; there is no room beyond the
budget resolution and the continuation of the expiring tax credits. (There would have been no
room beyond the budget resolution in 2002 either had the conferees on the tax bill not used a
gimmick to shift $33 billion in existing corporate revenues from the last few days of 2001 to the
first few days of 2002.)

In addition, it scems likely that when CBO updates its forecast in August, it will lower its
surplus estimates for at least the next few years. If so, the surplus that appears to be available in
2002 will be smaller, and the figures for 2003-2006 could deteriorate as well.
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What Else Has Been Left Out of these Estimates?

Table 4 indicates that claims of signiticant remaining surpluses are largely a mirage after
2002 if Congress intends to abide by its promise to avoid deficits in any year outside the Social
Security and Medicare Hospital Insurance trust funds. There is little or no money left. Yet the
figures in Table 4 do not provide a full picture of the coming budget squeeze, as they do not
include any of the following likely costs.

. Defense — The budget resolution contains slightly less for defense than the Bush
budget as submitted in April, but Secretary Rumsfeld is about to increasc the
Administration’s FY 2002 request by $18 billion. Additional requests will be
forthcoming for subsequent fiscal years. A conservative estimate is that these
requests may total between $200 and $400 billion over ten years above the figures
in the budget resolution.

. Non-defense appropriations. The budget resolution proposes to cuf non-defense
discretionary programs. Expenditures for these programs would be reduced by
$45 billion over ten years below the CBO baseline (i.e., below the levels needed
to keep pace with inflation). If, within that constrained total, favored areas such
as education and health research are to be increased, the reductions in other areas
must be deeper. History suggests such reductions are very unlikely to be made,
especially since neither the President nor the Congressional leadership has made a
public case for such budget cuts. To the contrary, the public rhetoric has been that
there is plenty to meet all needs.

A more prudent and realistic assumption is that appropriations for non-defense
discretionary programs will grow with inflation and the U.S. population — that is,
that the real per-capita level of funding for this part of the budget will remain
constant. This will entail $200 billion more in expenditures over ten years than
the level assumed in the budget resolution. (If appropriations keep pace only with
inflation but not with population growth, the purchasing power of the resources
available for non-defense appropriated programs will shrink on a per-person basis.
If applied to funding for education, for example, this would mean that as the
student population increased, each student or classroom would have less real
resources.) Adjusting for inflation and population is the same standard that
President Bush used during the presidential campaign and that the Bush White
House has used in recent months in describing changes in state spending in Texas
during Mr. Bush’s tenure as governor.'

! For example, the George W. Bush for President official web site states: “When adjusted for inflation and
population, state spending will increase by only 3.6 percent between 1994-1995 and the end of the 2000-2001
biennium.” Similarly, the Dallas Morning News reported: “Wednesday, [Governor Bush] said an ‘honest
comparison’ of spending growth should take inflation and the state’s increasing population into account” (October
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History indicates that Congress will at least keep funding for non-defense
discretionary programs constant in real per-capita terms (i.e., even with inflation
and population growth). Over the past 15 years, appropriations for non-defense
discretionary programs have risen at a faster average rate than this; during these
years, expenditures for non-defense discretionary programs have remained
constant as a share of the U.S. economy, a rate of growth that is consistent with
the Congressional Budget Office’s long-term forecast of the path of non-defense
discretionary spending.

The assumption we use here — that non-defense discretionary spending will stay
even in real per-capita terms (i.e., remain at today’s level, adjusted for inflation
and population growth) — is a conservative assumption; under it, spending on
these programs would fall from 3.4 percent of GDP to 3.0 percent of GDP by
2011, which would be the lowest level on record. Expenditures for these
programs has been a fairly constant 3.4 percent of GDP over the past 15 years,
even though most of that period was one of substantial deficits. Since Congress
kept these programs constant as a share of the economy during periods of deficits
(meaning that during those years, Congress increased funding for these programs
in real per-capita terms), the assumption that non-defense programs will simply
keep pace with inflation and population in coming years and thus will fall as a
percentage of GDP is surely a cautious one. It is not realistic to assume these
programs will be cut in real per-capita terms in times of surpluses.

Natural Disasters — The President’s budget sensibly included an allowance of
approximately $55 billion over ten years for natural disasters (e.g., floods,
hurricanes, and earthquakes) to reflect the historical average level of expenditures
on natural disasters. The congressional budget resolution removed the allowance.
These costs, however, will still be incurred.

The Alternative Minimum Tax (AMT) and Other Sunsets in the Tax Bill — The
tax bill will push as many as 20 million additional taxpayers under the AMT. As
a result, some or all of the tax cuts that many taxpayers think they have been given
will be taken back by the operation of the AMT. Some of these taxpayers are
middle class, though many are quite well off. The tax bill contains a section that
provides relief from this phenomenon, but that provision sunsets after 2004.

Likewise, the tax bill contains two new tax breaks that sunset in 2005 or 2006.
And every remaining provision of the tax cut sunsets in 2010. The Joint Tax
Committee estimates that reversing these sunsets (and providing sufficient AMT
relief so the new tax law does not subject additional taxpayers to the AMT) would
cost $386 billion over ten years. (It may also be noted that extending the entire

28, 1999).
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Prescription Drugs and the
Hospital insurance Trust Fund

Some Members of Congress have suggested that “walling off” Social Security and Medicare
HI nonetheless permits a prescription drug benefit to be financed out of the HI surplus. The
argument is that Congress intended to “reserve Medicare for Medicare™ and that using the Medicare
HI surplus to finance a prescription drug benefit does not violate that intention.

This argument sounds sensible at first blush. But there are only two ways in which the HI
surplus could finance a prescription drug benefit. Under the first method, prescription drugs would
be considered a cost of Medicare Part A (i.e., part of Medicare Hospital Insurance). Because this
approach would use the HI surplus to pay for a drug benefit, it would shrink the HI surplus and cause
the Medicare Hospital Insurance trust fund to become insolvent much sooner than it otherwise
would.

Under the second approach, prescription drugs would be financed from the general fund, and
Congress would allow a deficit in the general fund up to the cost of the prescription drug benefit.
Under this approach, the solvency of the HI trust fund would not be diminished; instead, the surplus
in the HI trust fund would be lent to the Treasury to cover the deficit caused by the prescription drug
benefit. Under this approach, the Medicare HI surplus would no longer be used solely to reduce
debt; the bulk of the surplus would be used instead to help fund the rest of government, which would
be in deficit because of the new prescription drug benefit.

tax bill beyond its scheduled expiration would cost $4.1 trillion in the second decade of this
century, even before interest costs are taken into account.)

. Prescription Drugs — The budget resolution reserves $300 billion in 2004-2011
for the cost of a prescription drug package. This amount would cover a limited set
of benefits. For example, CBO has estimated that Senator Graham’s prescription
drug benefit proposal, which requires beneficiaries to pay half the premiums ($55
per month) and about half the cost of purchasing prescription drugs, would cost
$318 billion over ten years.> Many analysts, such as Robert Reischauer, former
director of CBO and now president of the Urban Institute, have questioned
whether Congress ultimately will be able to provide a drug benefit the public finds
adequate for $300 billion over ten years. The inifial prescription drug legislation
may be designed to cost about $300 billion, but benefits may be enriched in
subsequent years when the public sees how limited a drug benefit the initial
legislation provides.

% The Graham bili also includes a $250 annual deductible. It reduces beneficiary cost-sharing from 50 percent to
25 percent once a beneficiary incurs $3,500 in out-of-pocket costs (except for premiums) in a year. In addition, the
government pays 100 percent of prescription drug costs once a beneficiary has paid $4,000 in out-of-pocket costs in
any year.
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Social Security and Medicare Reform

An omission from the Congressional budget resolution is any plan to deal with the long-term
financing problems that beset the Social Security and Medicare Hospital Insurance trust funds. As is
well known, these trust funds are accumulating assets now that will be drawn down when the baby-boom
generation retires, and the trust funds eventually will become insolvent if nothing is done to prevent that
from occurring.

The payroll tax increases and Social Security and Medicare benefit cuts that will be needed to
bring these trust funds into long-tenm balance if no additional resources are provided to these programs
are unacceptably large from a political standpoint. They cannot pass. This is why unearly every plan in
recent years to restore long-term Social Security solvency has relied in part on transferring some of the
surpluses projected in the non-Social Security budget to the Social Security Trust Fund. (It alsois why
no member of either party has advanced a plan that would fully restore long-term Medicare solvency.)

President Clinton proposed transfers of non-Social Security surpluses to Social Security. Sodid
the Social Security plan put forward in the last Congress by then-Ways and Means Committee chairman
Bill Archer and Social Security subcommittee chairman Clay Shaw. The plans proposed by Reps. Jim
Kolbe and Charles Stenholm in the House and Senators Gregg, Breaux, Grassley, and others in the
Senate also include such transfers.

Restoration of long-term solvency to these trust funds is likely to prove politically impossible
without additional resources from the rest of the budget; otherwise, the magnitude of the Social Security
and Medicare benefit cuts or payroll tax increases needed to restore long-term solvency will almost
surely doom any solvency plan. Prudent budgeting consequently entails making an allowance for these
transfers. The Congressional budget resolution makes no such allowance.

. Finally, there are a number of other significant needs that policymakers and the
public may wish to address, such as further steps to reduce the number of
Americans who lack health insurance, efforts to reduce child poverty, and action
to restore long-term solvency to Social Security and Medicare (see box on page
9).

As Table 5 shows, the costs of the measures on the foregoing list could reach $200 billion
or more in the period 2003-2006, a period in which there currently appears to be no room left.
These measures could cost close to $2 trillion over the ten-year period. In short, the surplus that
remains after the tax cut is insufficient to meet the demands that will be placed on the federal
budget either in the short run or the long run.

Addressing this Dilemma

Unless Congress wishes to borrow from the Medicare Hospital Insurance or Social
Security trust funds, hardly any of the available surplus will remain after 2002 to address this
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range of defense and domestic needs. This strongly suggests that the first step policymakers
ought to take is to adopt —

Table §
Additional Costs That Have Not Been Accounted For
in trillions of dollars

Four-year total, Ten-year total,

2003-2006 2002-2011
Rema:pmg surp]ys_ after tax CL}{, budget resolution policies, and none 0.4 willion
extension of expiring tax credits (from Table 4)
Additional potential costs that have not been accounted for:
Defense appropriations 0.1-02 02-04
Non-defense appropriations 0.1 0.2
Natural disasters * 0.1
Relief from the Alternative Minimum Tax (AMT) and . 0.4
extension of “sunsets” in the tax bill :
Realistic costs of a prescription drug benefit * 0.1
Social Security and Medicare reform / solvency 0 0.5
Interest on all of the above * 0.2
Total, potential costs not accounted for 0.2-03 1.7-19

Note: May not add due to rounding. “*” indicates less than $50 billion.

and to adhere to — a policy of holding the cost of the tax cuts to the $1.35 trillion over 11 years
the budget resolution provided for tax reductions.

This means any new tax cuts — including repeal of the various sunsets in the new tax law
— should be paid for by scaling back provisions of the tax law that have not yet taken effect
(particularly provisions heavily tilted toward those at the top of the income scale), by other
revenue-raising measures such as closing unproductive tax breaks, or by a combination of these
approaches. (An exemption might be considered for extension of the research and
experimentation tax cut and other expiring tax credits not included in the new tax law.) The
basic principle here is that set forth in a recent New York Times editorial: further tax cuts that
exceed the amount Congress allotted for tax cuts in the Congressional budget resolution should
be paid for either by scaling back the new tax-cut law or providing offsetting revenues in other
ways.

Even with such a step, exceedingly difficult choices would remain. Large defense
increases, adequate funding for non-defense discretionary programs, funding to help restore
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Social Security solvency, a more adequate prescription drug benefit, and other important
domestic and international needs will compete for the very limited resources that will remain. To
address this problem, Congress likely will have to use part of the Social Security and Medicare
surpluses, raise further revenues (or scale back other elements of the tax cut before they take
effect), or cut popular programs. I would note that without additional resources, it may be
impossible to enact measures to restore long-term Social Security or Medicare solvency.

The history of the early 1980s may prove to be instructive here. In 1981, Congress and a
new President passed a tax cut too large for the budget realities of the time. Congress and the
Administration subsequently found that they needed to revisit that tax cut in two of the next three
years and ultimately reduced its size about 30 percent.?

* Since the income tax code was not indexed for inflation at the time the Reagan tax cut was enacted, a portion of
that tax cut simply offset the effect that future inflation otherwise would have had in raising taxes. The tax increases
enacted in 1982-1984 offset an even larger share (i.e., more than 30 percent) of the portion of the Reagan tax cut that
reduced taxes as a share of people’s incomes rather than simply offsetting the effects of inflation.
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Appendix

HOW REALISTIC ARE THE NON-DEFENSE DISCRETIONARY FUNDING LEVELS
IN THE PRESIDENT'S BUDGET AND THE BUDGET RESOLUTION?

The Administration’s budget is often said to include a four-percent increase in fiscal year
2002 in funding for discretionary programs. Sometimes this is assumed to mean that non-defense
discretionary programs are slated for a four-percent increase. That is not the case; the claimed
four-percent increase does not apply to non-defense discretionary programs. Funding for these
programs would rise only 1.1 percent in fiscal year 2002; and afier adjusting for inflation,
funding for these programs would fa/l 1.6 percent. After adjusting for inflation and population
growth, the decline would be 2.5 percent. The funding level assumed for non-defense
discretionary programs in the Congressional budget resolution is modestly, but not substantially,
higher. Neither the level in the President’s budget nor the level in the budget resolution seems
realistic.

Avoiding Distortions in Measuring the Change Proposed in Funding For
Non-defense Discretionary Programs

The first step in measuring the change proposed in funding for these programs is to avoid
distortions that mar such a comparison. The often-cited four-percent-increase figure, which is
supposed to apply to discretionary funding as a whole rather than to non-defense discretionary
funding in particular, is derived through a methodology that contains several significant
distortions. Some of these distortions make the proposed increases in funding for discretionary
programs look larger than they actually are; other distortions make the proposed increases look
smaller than they are.

. The figures used to generate the four-percent-increase figure rely on inconsistent
treatment in 2001 and 2002 of funding for relief from natural disasters. As of
today, the level of funding in 2001 for relief from natural disasters is low; this is
both because the current fiscal year has yet to be completed and because this year
has been relatively free so far of major disasters. The President’s budget for 2002
proposes a reserve fund for natural disasters, which would include an amount
equal to the average annual level of spending on disasters in past years. These
funds would not be able to be used unless disasters actually occurred. The figures
used to generate the four-percent-increase figure compare the limited amount used
for disasters so far in 2001 to the full amount that would be placed in the reserve
for fiscal year 2002, under the President’s budget, with the supposed increment in
funding counted as an increase the Administration is proposing in discretionary
funding. It is, of course, nothing of the sort; if more disasters occur in 2001,
Congress will provide the requisite funds, and if no disasters occur in 2002, none
of the funds in the proposed reserve could be used. Accordingly, to conduct a
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valid comparison of discretionary funding levels for 2001 and 2002, funding in
both years for natural disasters needs to be set to the side.

. A second problem is raised by the fact that the amount the last Congress
appropriated for discretionary programs for 2001 is artificially low because that
Congress used “timing shift” gimmicks. Under these gimmicks, some of the
funding that would normaily have been recorded as being provided for certain
programs in 2001 (but not spent until 2002) was instead recorded as being
provided for 2002, through the mechanism of “advance appropriations.” The sole
function that this maneuver served was to make 2001 funding look smaller on
paper than it actually is. As a result of this gimmick, increases in 2002 in the
Administration’s budget in several program areas appear larger than they actually
are, because a proposed 2002 funding level is compared to an artificially low 2001
funding level.

The President’s February 28 budget document itself contains a discussion that
explains that a major distortion of this nature occurs in education funding.
According to that document, the President’s budget “provides a $4.6 billion, or
11.5 percent, increase in total budget authority for the Department of Education.”
But when the budget “corrects for the distortion of advance appropriations, [it]
provides a $2.5 billion, or 5.9 percent increase, for Education Department

programs...”™

To produce analyses of year-to-year changes in funding levels that are not
distorted by such gimmicks (and for other reasons), the Congressional Budget
Office produces an estimate of what the level of discretionary funding would be in
2002 if all appropriations bills were “frozen” at their 2001 level, with the
gimmicks removed. As budget analysts recognize, the appropriate way to analyze
the dimensions of proposed increases in discretionary funding for 2002 is to
compare the levels proposed for 2002 to this CBO “freeze baseline.”

. There also is one area where the figures used to generate the four-percent-increase
figure understate the Administration’s proposed funding increases. The area of
understatement is in transportation programs. The understatement occurs because
the figures that underlie the four-percent calculation do not include programs
funded from the transportation trust funds, even though these are discretionary
programs controlled through the annual appropriations process. These programs
should be included. Since the President has proposed increases in these programs,

A Blueprint for New Beginnings, Office of M:

2 and Budget, February 28, 2001, page 103.
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failing to include the programs results in an understatement of the increase in
discretionary programs the President is seeking.®

The Results

‘When these distortions and omissions are corrected, an appropriate comparison can be
conducted, using CBO’s freeze baseline. Such an analysis produces the following findings:

. The President’s budget includes an overall discretionary funding increase of 5.3%
for FY 2002, when the new defense increase is included. But the proposed
increase for non-defense discretionary programs is 1.1%.

. If one adjusts for inflation (to account for the fact that as prices increase, the same
level of funding will provide a lower amount of services), non-defense
discretionary programs face cuts of 1.6% under the President’s budget.

. 1t is appropriate also to account for population growth, as the number of people
using these services is likely to increase as the population grows. This final
adjustment shows that funding for non-defense discretionary programs would be
reduced 2.5% relative to the 2001 funding levels. In other words, funding for
non-defense discretionary programs would be reduced 2.5% in real, per-capita
terms.

The non-defense discretionary funding levels agreed to in the Congressional budget
resolution are modestly higher. Under the budget resolution, funding for non-defense
discretionary programs would rise 2.8% before inflation is taken into account. After accounting
for inflation, these programs are left with no increase over FY 2001 levels. After accounting for
population growth as well as inflation, these programs would face a 0.9% funding reduction.

> A final adjustment is needed to remove distortions in funding patters for low-income housing programs. A
portion of housing assistance is financed by multi-year contracts that were funded in their entirety many years ago
when the contract periods began, The funding for these contracts was recorded in past years. As a result, the
funding levels for assisted housing are understated for both 2001 and 2002, Unfortunately, the degree of
understatement is not the same in both years, and this produces distortions in measuring changes in discretionary
funding. An appropriate comparison of changes in funding levels for discretionary programs entails removing this
distortion, which is done by comparing the proposed funding level for housing assistance in 2002 to the funding level
that would be needed in 2002 to freeze the number of assisted housing units at the 2001 level, assuming no inflation
in the cost of housing.
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Funding Increases or Decreases for Non-Defense Discretionary Programs
percentage change from 2001 to 2002

In dollar Adjusting for  Adjusting for inflation

terms inflation and population
President’s Budget 1.1% -1.6% -2.5%
Congressional Budget Resolution 2.8% 0.0% -0.9%

Even these figures make these levels sound more realistic and attainable than they are
likely to be, since these figures represent an average across all non-defense discretionary
programs. Within these averages, certain program areas would see increases. Others
consequently would experience significant decreases.

Under the President’s budget, for example, areas that would see increases include
Congressional operations (an increase of 17.1%), health research and training (11.1%), expenses
for the White House and supporting agencies (8.1%), international affairs (5.4%), education
(5.3%), and veterans benefits and services (4.5%). (Note that none of these figures are adjusted
for inflation or population growth.) But to provide these increases while keeping overall non-
defense discretionary funding within the proposed aggregate levels, the increases must be offset
by substantial reductions in other non-defense discretionary programs. Some of the budget areas
that would see funding decreases under the President’s budget are energy (-12.5%), community
and regional development (-7.8%), natural resources and environment (-5.6%), low-income
housing (-3.3%), administration of justice
(-1:5%), and training, employment, and social services (-1.2%). Morcover, since these figures
represent changes in funding before taking inflation or population growth into account, the actual
decreases in services in these program areas would be considerably larger than these figures
imply. Decreases of this nature do not seem realistic, especially in a time of budget surpluses.
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The Size of the Available Budget Surplus — A Fact Sh et
Jun 26, 2001

There are several ways to calculate the size of the “available” budget surplus, which is defined
here as the surplus excluding the Social Security and Medicare Hospital Insurance trust funds, One
approach estimates where we stand today based on CBO’s latest projections of the baseline plus the tax
bill. A second approach measures where we will stand at the end of this fiscal year assuming enactment of
all other policies in the FY 2002 Republican Budget Resolution. A third approach adds the recently
announced defense request for 2002 from President Bush and a fourth adds amounts for education. A
final option factors in possible economic revisions that could occur in August. The Senate Budget
Committee will update these estimates throughout the year in order to inform the Congress on the status
of the trust funds.

1, Baseline Surplus + Tax bill

CBO’s most recent budget baseline projected that the “available” surplus would total $92 billion
in 2001, $95 billion in 2002, and $2.7 trillion over the ten-year period 2002-11. The recently enacted tax
bill lowered these amounts to $16 billion in 2001, $52 billion in 2002 and $1.1 trillion over ten years.

2. Baseline Surplus + Tax Bill + Other Budget Resolution Policies

Policies assumed in the budget resolution have a claim on the available surplus since they are
protected from budget act points of order in the Senate. Adding the cost of these policies to the estimates
of the baseline (plus enacted legislation) reduces the available surplus to $6 billion in 2001 and $25
billion in 2002. This estimate lowers the ten-year surplus from $504 billion in the original budget
resolution to $471 billion. The HI trust fund is raided to the tune of $5 billion in 2003 and $4 billion in
2004.

3. Baseline Surplus + Tax Bill + Other Budget Policies + Defense

In late June, Secretary Rumsfeld requested an additional $18.4 billion in budget authority above
the President’s defense request for fiscal year 2002. This third measure of the surplus factors in this
request (adding the same increment in subsequent years, adjusted for inflation). The overall surplus
declines to $193 billion over ten years and the raid on the HI trust fund totals $88 billion between 2003-
07.

4. Baseline Surplus + Tax Bill + Other Budget Policies + Defense and Education
The budget resolution fails to provide any new resources for education and the Congress is
expected to address this deficiency this year. Estimates of possible additional expenditures for education
reduce the available surplus by $154 billion. Under this scenario, the “available” surplus declines to $6
billion in 2001, $9 billion in 2002, and $3 billion over the ten years.

S. Baseline Surplus + Tax Bill + Budget Policies + Defense and Education + E. ic R

An economy that is slightly weaker than CBO has forecast could further reduce the size of the
available surplus by $165 billion or more over the next ten years (SBC estimate). Under this scenario, the
raids on the Medicare and Social Security trust funds total $257 billion and $41 billion respectively. The
raids would be even larger if gimmicks in the tax bill (including the sunset) were removed.
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Measures of the "Available Surplus”

{Total budget surplus excluding the Social Security and Medicare Trust funds; § billions)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 10-yr

CBO May Baseline Estimates of the "Available Surplus™

92 g5 125 155 173 225 279 324 385 459 525 2,745

1. Baseline Surplus + Tax Bill

16 52 26 33 46 62 90 116 157 198 308 1,088

2. Baseline Surplus + Tax Bill + Other Budget Resolution Policies

<] 25 -5 -4 1 11 21 39 72 104 206 471

3. Baseline Surplus + Tax Bill + Other Budget Resolution Policies+ Defense

6 12 -22 -23 -21 -15 -7 7 37 65 160 193

4. Baseline Surplus + Tax Bill + Other Budget Resolution Policies + Defense and Education

6 9 -29 -35 -36 -33 -29 -7 10 35 128 3

5. Baseline Surplus + Tax Bill + Budget Policies + Defense and Education + Economic Revisions

-2 -1 -51 -56 -55 -49 -44 -30 -3 22 115 -162

Revised  27-Jun-01
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Available Surpius Assuming Bush Tax Cut, Defense Request and Other Budget Policies
{Total budget surplus excluding the Social Security and Medicare Trust funds)

{$ billions) 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 10-yr
CBO May surplus 92 95 125 185 173 225 278 324 385 459 525 2,745
Tax bilt and other enacted 74 38 90 107 107 135 161 160 167 187 128 1272
Other budget resolution policies 10 27 29 32 38 42 56 60 64 69 72 488
Bush defense request 1/ -1 12 18 18 20 21 23 24 26 28 33 220
Subtotal 83 76 135 157 164 198 230 244 257 283 234 1,980
interest 2 8 12 21 30 42 56 73 91 110 131 572
Total 85 82 147 178 195 240 286 317 347 394 385 2,551
Remaining surplus [ 12 -22 -23 -21 A5 -7 7 37 85 160 193
1/ Assumes $18.4 billion add above Bush Aprit budget request adjusted fos inflation in alf subsequent years. 27-dun
A e Surplus A ing Resolution Policies, Defense and Education Adds, and Possible Economic Revisions
{Surplus excluding the Social Security and Medicare Hl Trust Funds)
{8 bifiions) 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 10yr

May resolution surplus 6 25 -5 -4 1 11 21 39 72 104 206 471
Bush Defense request 1/ 1 42 . -6 418 20 -21 23 .24 26 28 .33 ~220
Possible IDEA funding 0 -3 -7 -0 43 45 48 20 21 22 23 154
Possible economic revisions 2/ -8 20 22 22 19 -6 5 43 12 14 13 165
interest ] -0 -1 3 -5 -7 9 2 45 9 .23 -94

R surplus/defici -2 1 -51 -56 55 49 44 30 ~3 22 M5 -162
Raid on Medicare 2 11 -4t 43 42 45 43 30 -3 0 ] -257
Raid on Scclal Security 1] 6 -0 -4 13 -4 -1 [ [} 0 ¢ -41

1 Assumes Bush defense request in Y 2002 budget, plus $18.4 bilion in 2002 and all subsequent years (adjusted for inflation),
2/ SBG estimates of possible scononic revisions. Revisod 27-jun

Chairman CONRAD. Thank you very much.

Let me just say that the second vote has now started. I think the
best thing to do is to recess the committee. I will go over to the
floor to vote and return. That will probably take 10 minutes. So
let’s anticipate resuming at 10:40.

[Recess.]

Chairman CONRAD. We will resume.

Let me just say that this is one of those mornings. As you know,
Congress is trying to get out for the July 4th break, and so every
committee is meeting. There are multiple committee meetings.
There is a contentious bill on the floor. We just had two votes. I
have had five colleagues just come to me as we were over in the
chamber apologizing, saying they are coming at some point during
this hearing, but we understand all the conflicts the Senators have,
especially on a day like this.
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Let me go next to Robert Bixby, the executive director of the
Concord Coalition.

Welcome to the committee. Thank you very much for coming.
Please proceed with your testimony.

STATEMENT OF ROBERT L. BIXBY, EXECUTIVE DIRECTOR,
CONCORD COALITION

Mr. BixBy. Thank you, Mr. Chairman. Thank you for inviting me
to appear today to discuss the likely size of the Federal budget sur-
plus in light of the recently passed tax cut and other potential com-
mitments.

I am here representing the Concord Coalition, a bipartisan orga-
nization chaired by your former colleagues, Warren Rudman of
New Hampshire and Sam Nunn of Georgia. I spoke to both of them
earlier this week, and they asked me to pass along their bipartisan
greetings to you and the other Senators.

As Congress now turns its attention from tax cuts to spending,
it is an appropriate time to assess the remaining size of the sur-
plus. Aside from the $1.35 trillion, 11-year tax cut, the budget reso-
lution assumes new mandatory spending of about $460 billion, a
contingency fund of nearly $900 billion, and $2.4 trillion worth of
debt reduction. It all adds up on paper, but only if today’s long-
range economic projections are accurate and only if a number of
questionable assumptions are made that tend to understate likely
expenses and overstate likely revenues.

Spending increases beyond the budget resolution level or addi-
tional tax cuts risk dipping into the Social Security and Medicare
Trust Fund surpluses. Hovering over all of this is the near cer-
tainty that the long-range projections on which these decisions are
based will be wrong, perhaps by several hundred billion dollars in
either direction.

The immediate danger is not that the budget will, again, fall
back into overall deficit, but that in such good times, too many
commitments will be loaded onto the thin ice of long-term projec-
tions.

With that as background, let me turn to the question at hand,
which is how big is the remaining surplus. There are really two
ways of answering this question. It could be answered in a tech-
nical sense by looking at the most recent CBO baseline and sub-
tracting the effect of the tax cut, which as of now represents the
only legislative claim on the surplus. Using this calculation, the re-
maining 10-year surplus, excluding Social Security and Medicare,
is $1.08 trillion.

The second way of answering the question is to look not just at
the effect of the tax cut, but also at the spending assumptions con-
tained in the budget resolution. The result is what might be called
the available surplus because it accounts for claims on the surplus
that have not yet been translated into legislation. Subtracting the
effect of the budget resolution policy reduces the available surplus
to about $500 billion.

It is important to note, however, that almost all of this sup-
posedly available surplus comes in the final 5 years of the 10-year

rojection. There is a small surplus we figure of somewhere around
526 billion in 2002, not including the defense increase requested
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this week by the President, but the available surplus in fiscal years
2003 through 2005 is essentially zero.

Beyond the budget resolution policies, it is also relevant to look
at the likelihood that certain assumptions made in the baseline
may prove to be unrealistic. Prominent in this regard are the as-
sumptions that discretionary spending will hold at the level of in-
flation for 9 years, beyond 2002, and that the various sunset provi-
sions in the tax cut will actually go into effect.

If discretionary spending grows at 4 percent a year rather than
the 2.6 percent assumed in the baseline, then the remaining $500
billion of available surplus would be consumed. If discretionary
spending keeps pace with GDP growth by increasing at roughly 5
percent annually, then the surplus would be reduce by about a tril-
lion dollars. Either of these spending assumptions seems more real-
istic than the baseline.

Another questionable assumption is that several expiring tax
provisions, including the recently passed tax cut, will sunset before
2011. Adjusting for the effects of the sunsets, including relief from
the alternative minimum tax, would require an additional $500 bil-
lion of the surplus.

In short, the combined effects of the tax cut adjusted for AMT
relief and ignoring the sunsets, the budget resolution mandatory
spending policies, the extension of expiring tax breaks, and figuring
a 5-percent annual discretionary spending growth would, if all en-
acted, eliminate the entire available surplus and produce a non-So-
cial Security, non-Medicare deficit of approximately a trillion dol-
lars. This sum would, of course, be covered by the Medicare and So-
cial Security surpluses. So there would still be a total or unified
surplus under current economic projections even if all of this new
spending and tax cuts took place.

What would be lost, however, is the opportunity to use the full
extent of the trust fund surpluses to better prepare for the demo-
graphically driven challenges ahead.

Let me say a few words about the effect of the tax cut because
that is the only legislative claim that we have right now on the
surplus.

One of the most controversial parts of that, of course, is the sun-
set provision, to presume that everything will expire in 2010, and,
of course, there are some mini sunsets that occur before 2010. It
is unlikely that those would be allowed to go into effect, and so the
net effect of the sunset provisions is to understate the likely effect
of the tax cut on the surplus. If all of the sunset provisions are
taken together, including interest costs, the toll on the surplus is
probably closer to $2.2 trillion than 1.35.

The combination of backloading and sunsets makes the ultimate
fiscal effect of the tax cut difficult to assess, but one thing that I
would caution you about either in August or for January when the
next CBO baseline comes out is that they will have to assume that
all of the sunset provisions go into effect, and that will tend to dis-
tort the baseline. In January, it will distort it quite a bit because
there will be 2 years at the end of the surplus projection which are
quite large, which will assume that the sunset takes place. So, in
cumulative, there will be a much bigger surplus, and there will be
a strong temptation because we all use these 10-year numbers to
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say, “Well, we have got X-trillion to deal with,” when, in fact, it is
heavily backloaded and based almost entirely on an unrealistic as-
sumption that nobody believes is going to happen.

Another thing that makes it difficult that I mentioned before is
the effect of discretionary spending. The baseline assumes roughly
inflation. It is likely, it will have at least 4-percent growth. I think
it is likely that we may have more. I would like to keep it obviously
as low as we possibly can. I think we have an obligation to do that,
but assuming too low a rate of discretionary spending growth, in
light of all of the increased defense spending and education spend-
ing that people want to do, results in a surplus projection that is
simply inaccurate, and the danger, of course, is that people will
then want to use that unrealistic baseline to cut taxes or increase
spending further.

Let me just sum up by saying, Mr. Chairman, that today’s major
budgetary decisions must not be viewed through a short-term lens.
Fiscal discipline is the key to providing for the unmet needs of the
future.

Somehow sufficient resources must be set aside to meet the huge
retirement and health care costs associated with the coming senior
boom. The time to address this long-term challenge is now while
the demographics are favorable and the budget is in surplus. The
surpluses provide an important opportunity to help meet this chal-
lenge, but only if we are careful to preserve them.

Budget surpluses must not be used as an excuse to abandon fis-
cal discipline. As the recently passed tax cut demonstrates, there
is great temptation.

I have attached a surplus scorecard which I want to emphasize
is not a prediction. It just shows how easily a $5.6-trillion sur-
plus—and it can be eroded—even if we assume that it is all there,
and you had a hearing yesterday that went into some of the eco-
nomics. We do not know whether the surplus will be there or not.

So the bottom line from the Concord Coalition’s perspective is
that we should be using today’s surplus to help prepare for the
challenges that we know are coming down the road. So that is why
we had a lot of skepticism about the tax cut and feel that spending
needs to be as tightly constrained as possible.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Bixby follows:]
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HOW BIG IS THE REMAINING SURPLUS?
Committee on the Budget
United States Senate
June 28, 2001
Testimony of Robert L. Bixby
Executive Director, The Concord Coalition
Overview

Mr. Chairman, Senator Domenici, and members of the Committee, thank you for
inviting me to appear today to discuss the likely size of the federal budget surplus in light
of the recently passed tax cut and other potential commitments. I am here representing
the Concord Coalition, a bipartisan organization dedicated to strengthening the nation’s
long-term economic prospects through prudent fiscal policy. Concord’s co-chairs are
former Senators, Warren Rudman (R-NH) and Sam Nunn (D-GA).

The Concord Coalition is greatly heartened by the dramatic improvement in the
federal government’s fiscal condition over the past few years. When the 1990s began the
nation was mired in large and growing deficits. Today, the budget is in surplus and is
projected to remain there for several years. Debt held by the public has declined for three

years running, and further reductions are expected in the years ahead.

Given all the good news, some may be tempted to conclude that fiscal discipline
is no longer needed. Some may also be tempted to conclude that debt reduction is no
longer important or that it will happen without effort. And others will assume that Social
Security, Medicare, Medicaid and other age-related entitlement programs have been
“saved” by the prosperity of recent years. Unfortunately, none of these conclusions are

correct.
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The challenges of an aging society include fiscal pressures that cannot be
remedied simply by assuming that projected budget surpluses will bail us out. The
inevitable growth in spending on age-related entitlement programs will put pressure on
discretionary spending, revenues, and public debt. Tough choices will need to be made to

avoid burgeoning public debt in the future.

In the years ahcad, Congress and the Bush administration face the critical
challenge of adopting a framework for using near-term budget surpluses to help fill the
huge long-term gap in federal entitlement programs, and to further the nation’s continued
economic well being. This is certainly a more welcome challenge than eliminating budget

deficits, but it is every bit as vital. And fiscal discipline is every bit as important.

So far this year the budget debate has not centered on the long-term challenge but
on the extent to which taxes should be cut. Meanwhile, it has been assumed that spending
will be reined—in. Turning that assumption into reality could prove to be a far more
difficult task than cutting taxes — particularly in light of recent proposals to increase

spending on defense, education, agriculture, Medicare and Social Security.

As Congress now turns its attention from tax cuts to spending it is an appropriate
time to assess the size of the remaining surplus. Aside from the $1.35 trillion 11-year tax
cut, the FY2002 budget resolution assumed new mandatory spending of $460 billion over

10 years, a “contingency fund” of $897 billion, and $2.4 trillion worth of debt reduction.

It all adds up on paper, but only if today’s long-range economic projections are
accurate and only if a number of questionable assumptions are made that tend to
understate likely expenses and overstate likely revenues. Spending increases beyond the
budget resolution level or additional tax cuts risk dipping into the Social Security and
Medicare Part A trust fund surpluses, which lawmakers have promised to reserve for debt

reduction and/or needed structural reform of these programs.
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Hovering over all of this is the near certainty that the long-range projections on
which these decisions are based will be wrong — perhaps by several hundred billion
dollars in cither direction. The immediate danger is not that the budget will quickly fall
back into overall deficit, but that in such good times too many commitments will be

loaded onto the thin ice of long-term surplus projections.

How big is the remaining surplus?

With that as background, let me turn to the question at hand: how big is the
remaining surplus? There are really two ways of answering this question. It can be
answered in a technical sense by looking at the most recent CBO baseline and subtracting
the effect of the tax cut, which as of now represents the only legislated claim on the
surplus. Using this calculation, the remaining 10-year surplus excluding Social Security
and Medicare Part A is $1.08 trillion,

The second way of answering the question is to look not just at the effect of the
tax cut but also at the spending assumptions contained in the budget resolution. The result
is what might be called the “available surplus” because it accounts for claims on the
surplus that have not yet been translated into legislation. Subtracting the effects of budget
resolution policies reduces the available surplus to about $500 billion. It is important to
note, however, that almost all of this supposedly available surplus comes in the final §
years of the 10-year projection. There is a small surplus of about $26 billion in FY2002,
not including the defense increase requested this week by the President. The available

surplus in fiscal years 2003 through 2005 is essentially zero.

Beyond the budget resolution policies it is also relevant to look at the likelihood
that certain assumptions made in the surplus projection will prove to be unrealistic.
Prominent in this regard are the assumptions that discretionary spending will hold at the
level of inflation for the nine years beyond 2002, and that the various sunset provisions in
the tax cut will actually go into effect. If discretionary spending grows at 4 percent a year

rather than 2.6 percent as assumed in the baseline, then the remaining $500 billion of
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available surplus would be consumed. If discretionary spending keeps pace with GDP
growth by increasing at roughly 5 percent annually, then the surplus would be reduced by
about $1 trillion. Either of these spending assumptions seems more realistic than the
baseline. Discretionary budget authority has grown by an average of 6 percent over the
past three years and will grow by 7 percent this year if the President’s defense request is

simply added to the $661 bilton budget resolution total without offsets.

Another questionable assumption is that several expiring tax provisions, including
the recently passed tax cut, will sunset before 2011, Adjusting the for the effects of the
sunsets, including relief from the alternative minimum tax, would require an additional
$500 billion of the surplus.

In short, the combined effects of the tax cut (adjusted for AMT relief and sunsets)
the budget resolution mandatory spending policies, the extension of expiring tax breaks,
and 5 percent annual discretionary spending growth would, if enacted, eliminate the
entire “available” surplus and produce a deficit of approximately $1! trillion. This sum
would be covered by the Medicare and Social Security surpluses, so there would still be a
total, or unified, surplus under current economic projections even if all of this new
spending and additional tax cuts took place. What would be lost, however, is the
opportunity to use the full extent of the trust fund surpluses to better prepare for the

demographically driven fiscal challenges ahead.

Remaining surplus in the short-term — Fiscal Years 2001 and 2002

The “off-budget” Social Security surplus seems safe this year and next.
Morcover, the projected on-budget surplus seems sufficient to set the bar higher by also
reserving the Medicare Part A trust fund surplus. While this goal is clearly within reach,

it will require fiscal restraint and a cooperative economy.

The FY2001 tax rebate and the shift of $33 billion in anticipated corporate

revenues into FY2002 leaves a thin margin of about $6 billion above the Social Security
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and Medicare Part A surpluses this year. In addition to the tax rebate, the budget
resolution authorized $5.5 billion in additional mandatory spending for agriculture this
year and about $3 billion more in discretionary outlays. On June 1, President Bush
submitted a FY2001 supplemental spending request within the budget resolution limit.
But there is little room to add anything to the President’s request without offsets. Doing
so would require dubious emergency designations, or a waiver of the discretionary
spending limit contained in the budget resolution. While these options would get around
the spending limit they would not change the bottom line, and so the surplus would be

diminished.

Given that three-quarters of the fiscal year has already passed, it is unlikely that
Congress will be able to spend too much more in FY2001 than currently anticipated even
if it wants to. That does not mean, however, that a non-Social Security, non-Medicare
surplus is assured. With a small margin for error any unexpected increase in the cost of
current programs or a drop in projected revenues over the remaining months of FY2001
could cause an unintentional dip into the Medicare Part A surplus (See Appendix A.) As

a practical matter, there is no available surplus remaining this year.

As for FY2002, Congress must struggle to maintain the tight budget resolution
target of $661 billion in new discretionary budget authority — an increase of roughly 4
percent over this year, but a marked decrease from the 6 percent average annual growth
of the past three years. Complicating the picture is the Bush Administration’s
recommendation for an increase of about $18 billion in defense spending. The budget
resolution allows for an adjustment in defense spending, provided that it does not cause a
non-Social Security, non-Medicare (HI) deficit. While there appears to be room for the
President’s request in 2002, the real question is the extent to which the on-going strategic
defense review causes a higher discretionary spending assumption and lower surplus
projection over the long-term. Presumably, the FY2002 request is only a down payment
on higher increases to come, and it is not realistic to assume that higher defense spending
can be entirely carved out of the existing non-defense baseline. In other words, the

defense request for FY2002 should not be viewed in isolation. It is not intended to be a
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one-time plus-up, but the beginning of a higher defense baseline. This simply underscores
the point that, absent a new surge in surplus projections, Congress will have some tough

trade-offs to make between spending, tax cuts and savings.

As for mandatory spending, the budget resolution assumes increases for items
such as agriculture and health insurance assistance totaling about $19 billion in FY2002.
Legislation must be enacted to actually spend this money. If no such legislation is
enacted, the surplus will be higher. Again, this involves a trade-off. But assuming that
the budget resolution policies are enacted, the current non-Social Security, non-Medicare
FY2002 surplus appears to be about $26 billion. (See Appendix B.) The defense increase
will take a substantial portion of this, but the exact amount will depend on the outlays
generated by the President’s request for $18 billion in additional budget authority.
Undoubtedly, legitimate emergency spending will also claim a portion of this small

“available” surplus.

The shift of $33 billion in revenues from this year into next is a bookkeeping
gimmick apparently designed to ensure a non-Social Security, non-Medicare surplus in
FY2002. However, it undoubtedly will result in higher spending. If the revenue were to
remain in FY2001 it would go to debt reduction because it is too late in the year to spend

it. But when shifted into FY2002, most of it becomes available to spend.

Another complicating factor in next year’s outlook is uncertainty about whether
continued slow economic growth will cause a reduction in CBO’s most recent revenue
projections. In January, CBO estimated that a mild recession of about the same size as the
1990-91 recession would cause a $65 billion drop in the FY2002 surplus. While it does
not appear that the economy has entered a recession, the slow growth experienced so far
in FY2001 raises the possibility that FY2002 revenues will be lower than currently
projected. To a certain extent, that effect has already been seen. Between January and
May, CBO lowered its revenue projections by $20 billion for FY2001 and by $10 billion
for FY2002.



89

Remaining 10-year surplus — FY2002-2011

The May 2001 CBO baseline update essentially confirmed the January surplus
projection of $5.6 trillion over 10 years. Included in the $5.6 trillion total is the $2.5
trillion Social Security trust fund surplus and the $400 billion Medicare Part A trust fund
surplus.! The non-Social Security, non-Medicare Part A projected surplus is $2.7 trillion.
Under the budget resolution assumptions and policies, the Social Security and Medicare
surpluses can theoretically remain untouched throughout the next 10 years. But there is
very little room for error, and even though the projected surplus over the next 10 years is
enormous, most of it has been spoken for or may be needed for things that were not
included in the budget resolution’s long-term assumptions. It is also important to note
that the projected surplus excluding Social Security and Medicare is heavily backloaded,

with only 28 percent of it coming in the next five years.

A. Uncertainty in surplus projections

Before reviewing in more detail the current and potential claims on the surplus, it
is important to keep in mind that 10-year budget projections are highly uncertain. There
is an unfortunate tendency to discuss these numbers as if they were a lottery payout, or
money in the bank. They are projections, and as the CBO will be the first to say, they are

highly uncertain projections.

Prior to 1992 CBO did not make 10-year projections. It is therefore impossible to
establish a fair 10-year track record. However, CBO has been able to evaluate its track

record of five-year projections. Its conclusions:

¢ Five-year projections have been off, on average, by 3.1 percent of GDP even after

adjusting for the effects of legislation.

! For The Concord Coalition’s perspective on the Medicare surplus sce, “What Medicare Surplus?” Facing
Facts Alert Vol. VII, No.2 March 22, 2001. Available under Facing Facts Alerts at concordcoalition.org.
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s Applying that average error to the current baseline means that the projected total
surplus of $508 billion in 2006 could be off by more than $400 billion in either

direction.

e Ten-year projections are likely to be less accurate than five-year projections.

Given the historic error rate, Congress could well find itself with a much smaller
surplus, and a non-Social Security deficit within the next five years, even without the tax
cut, a prescription drug benefit, or any other surplus-eroding legislation. It is true that the
numbers could also be wrong on the low side, as they have been in recent years. As a
matter of prudent fiscal planning, however, it is best to err on the side of caution,
particularly in light of the fiscal pressures that are certain to occur beyond the 10-year
budget window as the baby boomers begin to draw their Social Security benefits and
qualify for Medicare. Dealing with unexpected good news is much easier than dealing

with unexpected bad news. The options are more pleasant.

1t is also relevant to note that nearly two-thirds (64 percent) of the projected $5.6
trillion 10-year surplus comes in the second five years when, if history is any guide, the

projection is likely to be off by several hundred billion dollars each year.

Discretionary spending —a key variable

Adding to the uncertainty of long-term projections is the assumption that must be
made about the growth rate of discretionary spending. The 10-year surplus that is now
being dedicated to tax cuts, new entitlement spending and debt reduction “lockboxes” is
heavily dependent on the assumption that discretionary spending, which includes defense,
will grow no faster than the rate of inflation. This is a very fiscally responsible goal, but it
is far from certain to be achieved. The table below demonstrates how different today’s
10-year surplus projection is if it is assumed that discretionary spending grows at a

higher, and probably more realistic, pace than assumed in the budget resolution. It will
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take a level of fiscal restraint not seen in recent years to simply validate the surplus that is

now being divvied up.

Alternative scenarios for discretionary spending FY2002-2011*

Rate of Growth Additional spending Interest Surplus decrease
4 percent $430 billion $70 billion ($500 billion)
5 percent** $840 billion $150 billion (%990 billion)
6 percent $1,265 billion $235 billion ($1,500 billion)
7 percent $1,720 billion $310 billion ($2,030 billion)

* Concord Coalition estimates based on the May 2001 CBO baseline
** Similar to anticipated GDP growth

B. Current claims on the surplus

Assuming that the 10-year surplus projection is accurate, it is clear that a
substantial portion of it has already been claimed. To begin with, the projected $2.5
trillion “off-budget” Social Security surplus is dedicated to debt reduction or reform of
the program. The budget resolution also sets up procedural protection for the $400 billion
Medicare Part A trust fund surplus, although it permits use of this money for a Medicare

reform plan that improves access of beneficiaries to prescription drugs.

By far, the largest claim on the remaining surplus is the tax bill signed into law by
President Bush on June 7. This $1.35 trillion 11-year tax cut is heavily backloaded and
riddled with gimmicks. Because most of its provisions are phased in slowly, nearly 60
percent of the tax cut occurs in the last five years (2007-2011), when today’s surplus
projections are in their most uncertain period. Many of the individual provisions are even

more backloaded.
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Tax provision 2001-2006 2007-2011 Year of
% of cost % of cost full phase in

Overall plan 41 59 2010

Rate reductions 45 55 2006

Child credit 36 64 2010
Marriage penalty 29 71 2008
Estate and Gift 18 82 2010
Pensions and IRAs 44 56 2008
Source: Joint Committee on Taxation, May 26, 2001, Estimated Budget Effects of H.R. 1836.

Fitting the tax cut into the available surplus requires the following assumptions:

s Today’s surplus projections are accurate or too pessimistic to begin with

¢ Discretionary spending will grow no faster than the rate of inflation for 10 years

e The sunset will be allowed to take effect, causing a massive tax increase in 2011

¢ Congress will do nothing as the number of Americans subjected to the Alternative
Minimum Tax (AMT) grows from 1.4 million to 35.5 million in 2010, canceling
out a portion of the tax relief the bill purports to give

s Congress will allow dozens of popular tax breaks, which have been routinely
renewed in the past, to expire

o Social Security reform will not require resources from the non-Social Security
surplus

® A Medicare prescription drug benefit will cost no more than the 10-year $300

billion set aside for this purpose in the budget resolution

Alone, each of these is a questionable assumption. It stretches credibility to

believe that all of them will come to pass.
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A cloudy sunset

One of the most confusing and controversial aspects of the tax bill is that the
entire thing is presumed to “sunset” at the end of 2010. This remarkable assumption
made it possible to cut taxes by a greater amount in the first 10 years of the plan than
would otherwise have been possible without technically exceeding the $1.35 trillion 11-
year limit imposed by the budget resolution. If taken literally, the sunset provision means

that as of January 1, 2011:

o The top rate will rise from 35 percent back to 39.6 percent

e All other rates will go up by 3 percentage points

e The new 10 percent bracket will be eliminated

e The “marriage penalty” will reappear

* The maximum annual contribution limit for IRAs will revert to $2,000 from
$5,000

e The child credit will revert to $500 after having risen to $1,000 just 12 months
earlier

¢ The estate tax will come back to life, like Dracula rising from the grave, one year

after its supposed demise in 2010

Obviously, the sunset provision should not be taken literally. The very absurdity
of the result guarantees that it will never happen. The real significance of the provision is
that it allowed lawmakers to temporarily avoid making hard choices about which tax cuts
would have to be climinated from the bill to fit within the carefully negotiated budget

resolution limit of $1.35 trillion over 11 years.

Moreover, there are some mini-sunsets in the bill that also artificially depress the
cost estimate. For example, the Alternative Minimum Tax (AMT) provision, which costs
$14 billion from 2001-2005, terminates at the end of 2004. A new above-the-line

deduction for higher education expenses is assumed to sunset after 2005. It is no more
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likely that these mini-sunsets will take effect than it is that the overall sunset will occur in

2010. They are simply scorckeeping gimmicks.

All of the sunset provisions, taken together, result in an artificially low cost
estimate for the total bill. According to a preliminary estimate by the Joint Committee on
Taxation, without the sunset provisions the 11-year revenue loss from the tax cut would
rise by $138 billion to a total of $1.49 trillion. Adjusting the Alternative Minimum Tax to
prevent the tax cut from causing an even more dramatic rise in the number of AMT
ratepayers than under pre-tax cut law would add another $200 billion over 10 years.
Finally, the cost of permanently extending a number of current tax breaks scheduled to
expire including the research and development tax credit, adds another $120 billion. In
other words, instead of the assumed $1.35 trillion revenue loss over 11 years, the number

is closer to $2.2 trillion including higher debt service cost.

The combination of backloading and sunsets makes the ultimate fiscal effect of
the tax cut difficult to assess. Its official cost estimate assumes that all of the phase-ins
and sunsets will occur on schedule. But two Congressional elections and a Presidential
clection will take place before the final round of rate reductions is effective, and before
most of the “marriage penalty” relief even begins. There will be four Congressional
elections and two Presidential elections before the estate tax is repealed and the child
credit reaches $1000. It is fair to question whether such delayed provisions will remain
frozen in place over such a long period before taking effect. However, for purposes of

assessing the 10-year budget outlook it must be assumed that they will.

Unfortunately, it must also be assumed by CBO that the sunset provisions will
take effect as planned. This is a very troublesome assumption because it will artificially
inflate future surplus projections, particularly for the years 2011 and beyond. If Congress
chooses to maintain the sunset provisions as the ultimate “trigger” to protect against
optimistic projections, it should also ensure that new policies be assessed against a

baseline that accounts for the tax cut as if the sunset provisions didn’t exist. The fiction
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that the sunsets will take place as planned should not be indulged to justify larger tax cuts

or higher spending.
New mandatory spending claims

The tax cut is not the only current claim on the 10-year surplus, but it is the only
one that has been enacted into law. The budget resolution assumes new mandatory
spending of $460 billion over 10 years.? Most of it is contained in “reserve funds”
designated for specific purposes. The fact that Congress has set aside these reserves in the
budget resolution does not mean that the money will actually be spent. Specific
legislation must be passed and signed into law by the President before the mandatory
spending reserves will have an effect on the budget. However, for purposes of assessing
the available Surplus, it is appropriate to subtract the new mandatory spending contained

in the budget resolution because it represents Congressional intent.

In the language of the budget resolution, aside from the Medicare prescription
drug provision, legislation to unlock each of the reserves, “may not when taken together
with all other previously enacted legislation reduce the on-budget surplus below the level
of the of the Medicare Hospital Insurance Trust Fund surplus in any fiscal year covered

by this resolution.”
C. Items not included in the budget resolution that may decrease the surplus

In addition to existing claims on the surplus, there are a number of other
initiatives that enjoy substantial support in Congress or the Administration. Turning these
initiatives into legislation will affect the surplus. Any such list involves subjective
judgment, and cost estimates are dependent upon how each policy is actually
implemented. But it would be surprising if the surplus were not reduced by legislative

action on at least some of the following items:

? This number is $486 billion when measured against the May CBO baseline.
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Defense increases — The budget resolution includes $3.65 trillion in budget
authority for defense over the next 10 years. But Secretary of Defense Donald
Rumsfeld is conducting a broad ranging review of national security policy, and
many expect him to conclude his review by requesting substantial increases in the
defense budget. This year’s request for an additional $18 billion is the first
installment, but the potential fiscal impact of the defense review will likely not be
seen until the President’s FY2003 budget request is submitted in February 2002.
However, making room for an increase without raising the overall level of
discretionary spending or without making corresponding cuts in the defense
budget would require a virtual freeze in non-defense discretionary spending. That

is not a realistic prospect.

Education increases — The Senate version of the budget resolution contained
nearly $300 billion over 10 years in new mandatory spending for education, much
of it earmarked for guaranteed funding of the Individuals with Disabilities
Education Act (IDEA). Ultimately, this provision was removed in the House-
Senate conference before final passage of the budget resolution. But shortly
thereafter, the Senate voted to increase IDEA funding by $150 billion over 10
years in an amendment to its bill reauthorizing the Elementary and Secondary
Education Act (ESEA). The House version of the education bill does not include
10-year guaranteed funding for IDEA. Regardless of whether the Senate or House
position prevails on the question of guaranteeing IDEA funding, it seems likely
that more money will be spent on this and other education programs than is

contemplated in the budget resolution.

Alternative Minimum Tax reform — The AMT, which was designed to
prevent wealthy taxpayers from using a combination of deductions and tax breaks
to pay little or no income taxes, is not indexed for inflation. Over the years, the
number of taxpayers subject to the AMT has been slowly increasing. But without
reform, the number of taxpayers subjected to the AMT will shoot up from 1.4

million this year to 35.5 million in 2010. The recently passed tax bill is
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responsible for about 15 million of these prospective new AMT ratepayers. As a
result, a growing number of taxpayers will not receive the full amount of the tax
cut they have been led to believe they will get. Given that the goal of the tax cutis
to give money back to the taxpayers, it seems unlikely that Congress will take
away with one hand what it gives back with the other. Correcting this problem is
estimated to cost about $200 billion according to the Joint Committee on
Taxation. Even with this correction, the number of taxpayers subjected to the
AMT will rise to over 20 million by 2011. Thus, it is likely that additional
modifications will have to be made to address the AMT problem that already

existed before the tax cut.

Expiring tax provisions — Several tax provisions (“‘extenders”) are scheduled to
expire between 2002 and 2011. The largest is the research and development tax
credit. Although most observers believe that these provisions will be extended
most of them were left out of the tax bill. Permanently extending the provisions
scheduled to expire this year along with the popular research and development tax

credit would lower revenues by about $120 billion over 10 years.

Social Security reform — While President Bush has appointed a Commission to
recommend actions to ensure the long-term sustainability of Social Security, the
budget resolution does not reserve anything from the non-Social Security surplus
for this purpose. Strictly speaking, Social Security reform need not require a
contribution from the non-Social Security surplus. But if, as reported, the Social
Security commission recommends that personally owned accounts be created
within the system the thorniest question will be how such accounts should funded.
As a frame of reference, using 2 percent of taxable payroll to fund a personal
account reform plan would require roughly $1 trillion over the next ten years. One
source of such funding is the Social Security surplus, which by definition is
already dedicated to the payment of future retirement benefits. However, given
the strong desire of many lawmakers to reserve the Social Security surplus for

debt reduction only, and the clear need for a source of up-front funding to make
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the personal account concept work, it seems very likely that a contribution from

non-Social Security revenues will be necessary.

* Emergency spending — Supplemental emergency appropriations are designed to
allow Congress to fund natural disaster relief, military operations, and other
unforeseeable events that develop after the regular appropriations bills have been
passed. The President’s Office of Management and Budget (OMB) estimates that
the average annual amount spent on natural disaster relief is $5.6 billion.
According to CBO, the average annual amount of total emergency appropriations,
excluding Gulf War expenses, between 1991 and 1999 was $8.9 billion.
Nevertheless, the budget resolution contains no earmarked funding to deal with
natural disasters, or other emergency needs. A House provision setting up a
designated emergency fund of $5.6 billion in the FY2002 budget was deleted in
conference with the Senate. If history is any guide, however, the money will be
needed whether it is recognized in the budget resolution or not. Over 10 years,

routine emergency spending is likely to cost anywhere from $50 to $90 billion.

What about the “contingency fund”?

To account for these and other uncertainties involved in any 10-year budget, the
budget resolution reserves approximately $900 billion in what has been called a
“contingency fund.” This $900 billion simply represents the portion of the non-Social

Security surplus that is not committed to tax cuts, new spending, and interest costs.

The first claim on the contingency fund is the Medicare Part A trust fund surplus,
which unlike Social Security is an “on-budget” item. Removing the Medicare Part A
surplus from the contingency fund lowers the total to about $500 billion. There is ample
reason to doubt whether the likely costs of anticipated defense and education increases,
AMT reform, renewal of expiring tax provisions, Social Security reform, emergency

spending, and interest costs, can all be covered by this $500 billion contingency fund.
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1V. Beyond the 10-year budget window

Today’s major budgetary decisions must not be viewed through a short-term lens.
Fiscal discipline is the key to providing for the unmet needs of the future. Somchow,
sufficient resources must be set aside to meet the huge retirement and health care costs
associated with the coming “senior boom.” The time to address the long-term challenge is
now, while the demographics are favorable and the budget is in surplus. The surpluses
provide an opportunity to help meet this challenge — but only if we are careful to

preserve them.

Absent from the budget debate so far is the one issue that will determine
government's size and shape in the new century--the long-term growth in entitlement
spending. Neither side has any plan to slow that growth. In fact, to the extent that leaders
are talking about entitlements at all, it is to advocate adding new ones. Nevertheless, in
advance of developing a plan for dealing with the future financing requirements of Social
Security and Medicare, Congress and the President have enacted a tax cut that, if all the

questionable sunsets are ignored, totals almost $2 trillion.

The current trend in entitlement spending remains unsustainable.

¢ The three biggest benefit programs for seniors—Social Security, Medicare, and
Medicaid—now consume 43 percent of the federal budget, up from 15 percent in
1965. On the current course they will consume roughly 80 percent of budget
outlays by 2040.

¢ All told, OMB projects that these three programs will nearly double as a percent
of GDP by 2040, from about 7 percent to over 14 percent.

e According to the 2001 Trustees’ report, Social Security outlays will exceed
carmarked tax revenues by a widening margin starting in 2016. By 2025, Social

Security will face an annual cash shortfall of over $400 billion. By 2038, the last
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year the trust funds are technically solvent, the annual shortfall will be over $1

trillion.

e To cover these deficits, the trust funds will have to redeem their IOUs from the
Treasury. And to come up with the cash, Congress will have to hike taxes, cut
other spending, consume surpluses if they exist, or borrow from the public—

exactly as if the trust funds never existed.

e This year, all Social Security benefits could be paid for with a tax rate of 10.5
percent of payroll. By 2040, the Trustees project that they will cost 17.7 percent
of payroll. Add in Medicare Part A and the projected burden rises to 24 percent

of cach worker’s taxable paycheck.

¢ The recent prosperity has not lowered Medicare’s long-term cost rate. Nor has it
altered the demographic, social, and technological forces driving up the future
cost of health care. Far from it: Following the recommendation of an official
technical panel, the Trustees this year increased their projection of Medicare's

long-term cost rate by a staggering 60 percent.

This year’s dynamic of cutting taxes while planning to raise spending creates the
threat of renewed non-Social Security, non-Medicare deficits and may result in failure to
reduce the public debt to the low levels now projected. Savings from deficit reduction,
and now surpluses, have helped provide the capital to increase the productivity of
American workers — a major factor in the record growth of the last 10 years. Further
gains in productivity will become especially urgent when the retirement of the huge baby

boom generation virtually halts the growth in the size of the U.S. work force.

But even improved productivity is not a complete solution.” Closing the gap

between what government promises and what it can afford will require someone to give

3 See, Concord Coalition Facing Facts Alerts, “The New Economy: No Fiscal Cure-All,” Vol. VII, No. 5,
June 11, 2001 and “The Budget Issue Everyone Is Avoiding,” Vol. VII, No.4, April 26, 2001.
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something up. The one way to mitigate the sacrifice is to boost pational savings in
advance of the age wave. Continued debt reduction is the government’s most direct
contribution to net national savings. Increasing national and personal savings is the single
most effective policy the government can pursue to promote long-term economic growth
and retirement security. As public debt is reduced, other policies such as retirement
savings accounts also play an important role. Household savings are nowhere near

adequate to prepare for ever-lengthening retirements.

Earlier this year, The Concord Coalition’s urged Congress to consider
establishing a system of mandatory, individually owned retirement accounts to help
families build a more ample nest egg while alleviating concerns that future budget
surpluses will result in either higher spending or in a large build up of government-
owned private sector financial assets. We still believe that this would be the best way to
use our prosperity of today to prepare for the fiscal challenges of tomorrow. But funding
such a savings program will be far more difficult, if not impossible, if the bulk of the

surplus is devoted to new spending programs or large escalating tax cuts.

Budget surpluses must not be used as an excuse to abandon fiscal discipline. But
as the recently passed tax cut demonstrates, the temptation is great. The following
Surplus Scorecard demonstrates how easily today’s surpluses could be consumed. It is
not a prediction. Congress may or may not take action on several of the items listed. The
Surplus Scorecard is intended to be a hard choices reality check. Large as the surplus
appears, policymakers must still set priorities. And they must do so within the context of

two very important caveats:

s The surplus is only a projection, and the further out it goes the more uncertain it
becomes
* More certain, because it is driven by demographics, is the challenge of affording

the baby boomers’ retirement and health care costs.



102

Relying on today’s surpluses to enact a series of large escalating new
commitments, such as the recently passed tax cut or a Medicare prescription drug benefit,
in advance of developing a plan to fund the unfunded entitlements we already have is to

rely on the unreliable while ignoring the inevitable.
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Th Surplus Scor card FY2002- 2011 as of June, 2001

Unified budget surplus $5.6 trillion
Social Security surplus - $2.5 trillion
On-budget surplus = $3.1 trillion
Reserve Medicare Part A surplus - $400 billion
Available surplus = $2.7 trillion

Actions to date

Tax Cut (H.R. 1836) - $1.66 trillion
(including debt service)

Remaining available surplus = $1.08 trillion

Budget resolution spending commitments

New mandatory spending - $460 billion
Non-reconciled tax cuts - $20 billion

Discretionary savings + $10 billion

Debt service - $110 billion

Remaining available surplus = $500 billion
Potential actions

Discretionary spending grows

at five percent per year - $840 billion
Ignore tax cut sunsets - $140 billion
Renew expiring tax breaks - $120 billion
Adjust Alternative Minimum Tax - $200 billion
Guarantee IDEA funding {S.1) - $150 billion
Veterans’ retirement/disability (5170) - $40 billion
Debt service on the above actions “ $300 billion
Potential new commitments = $1.79 trillion

Remaining available surplus
(assuming all of the above) = -$1.29 trillion
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APPENDIX A

FY2001 Surplus at-a-glance*
Total: $275 billion

Social Security:

On-budget surplus: $119 billion
Medicare Part A:
Remaining surplus: $91 billion

Tax cut (H.R. 1836):
Corporate tax shift:
Agriculture increase:
Supplemental, etc.:
Debt service:

Remaining surplus: $6.5 billion

*Based on the May 2001 CBO baseline.

-$156 billion

-$28 billion

-$41 billion
-$33 billion
-$5.5 billion
-$3 billion
-$2 billion
-$84.5 billion
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APPENDIX B

FY2002 Surplus at-a-glance*
Total: $304 billion

Social Security:

On-budget: $132 billion
Medicare Part A:

Remaining surplus: $94 billion
2001 revenue shift: $33 billion
Remaining surplus: $127 billion
Tax cut:

Mandatory increase:
Discretionary increase:
Debt service:

Remaining surplus: $26 billion**

* Based on the May 2001 CBO baseline.
** Does not include defense increase

-$172 billion

-$38 billion

-$71 billion
-$19 billion
-$4 billion
-37 billion
-$101 billion
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Chairman CONRAD. Thank you.

Next, we will hear from Carol Cox Wait, who is the President of
the Committee for a Responsible Federal Budget. Welcome, Carol.
We are glad you are here.

STATEMENT OF CAROL COX WAIT, PRESIDENT, COMMITTEE
FOR A RESPONSIBLE FEDERAL BUDGET

Ms. WAIT. Thank you, Mr. Chairman.

I, too, bring greetings from your former colleagues, Henry Bell-
man, Bob Chimel, Bill Frenzel, Tim Penny, and the rest of my
board.

Before I even turn to my prepared testimony, I have to say I
spent entirely too much time on the other side of that dais at a
point in time when we were running very, very large budget defi-
cits, trying to find $8 billion over 3 years for a violent crime pre-
vention trust fund. I wake up at night sometimes wondering how
we do not think we can somehow, some way, get by with this won-
derful largesse that we find facing us today.

I have to first congratulate both you and the former chairman,
now Ranking Member, Senator Domenici. I have spent much, much
too much of my life scolding you not to say something nice when
you do something good. In the Ranking Member’s case, I think he
deserves credit for managing to get through a budget. In your case,
we are enormously The question you ask us today is how big is the
budget surplus, and not taking anything away from all of the care-
ful analysis that my colleagues here have done and your staff have
done, we do not know. It is as simple as that, and when we forget
that fact, we risk making huge mistakes. We know more about the
near-term numbers than we do about numbers 10 years out, but
we do not know exactly how big the budget surplus is.

Quite frankly, we are concerned that you left too much money on
the table in 2002 after the tax cut relative to the amounts that are
available in subsequent years. Until about 2006, you never have
enough money again, the same amount of money again, and it
would be a very peculiar set of public policies that used up the
2002 surplus without driving you into the Medicare, Social Security
Trust Fund surplus in 2003 to 2005.

In that respect, this summer’s reestimates may help you. If they
reduce the amount of money that is available in 2002 and produce
some more normal pattern in 2002 through 2006, it may be good
for public policy.

I will say to you that I did talk to Rudy Penner and to Bob
Reischauer before I came here, and both of them would say that
the surpluses that we face, even if you assume you could be wrong
$1 trillion in either direction over the next decade, and that is,
quite frankly, easily possible, tell you that the economy and the
country are in really pretty good shape. Even if the budget surplus
were a trillion dollars less than it is projected to be over the next
decade, the budget of the United States would be in much better
shape than it has been for a very long time.

Reviewing the facts, there are a couple of conclusions that we
reach and would like to share with you because we keep talking
about saving surpluses, and we think it is important to use more,
rather than less money to buy down debt, but Government saved
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by retiring debt, we do not put money in a piggy bank someplace.
We do not create budgetary resources to spend in future years by
doing so except to the extent that we have interest savings in the
out years, but the extent to which that results is best illustrated
in Rudy’s paper that we quote at length in our testimony.

If you actually reduce the deficit by a trillion dollars more or less
over the next decade, you would have about a 50-, $60-billion
change in your interest savings in 2011, and I am the first to say
that 50-, $60 billion is serious money, but it only goes so far to al-
leviate the problems that we face several years out.

It is easy to lose track of the orders of magnitude of the numbers
that we are throwing around today. If you used only the Social Se-
curity Trust Fund surplus to retire debt over the next decade, you
would retire debt and amounts greater than the total budget of the
State of California, which is a third larger than the budget of the
State of New York. It is as much as the total economies of some
very good-sized countries, and I give you a list of 20 odd of them
just added to my testimony for information.

We are concerned that the numbers are so big and the uncer-
tainty is so great that the temptation is to resort to back-of-the-en-
velope, ad-hoc recalculations. We are concerned that, yes, you need
a baseline for budget enforcement, but we do not need to redo that
baseline every other day.

I confess to having done a little bit of the back-of-the-envelope
calculations when we did our table that we gave you just showing
what the surplus is after the tax cut, but I stayed away from as-
sumptions about future political behavior because I do not know
what you are going to do in the future.

As a matter of fact, Mr. Chairman, you have more control than
almost anybody else over what is going to happen in the future be-
cause you have so much control over the release of the reserve
funds in the budget for so many different purposes.

I have to say that so far this year, the budget resolution has been
more successful than I would have thought it was going to be. I do
not like worth a darn the way the tax cut was put together. I
would have much preferred to seen constant policies constantly im-
plemented over a decade, but the fact of the matter is that the tax
cutters did what they did to stay within the limits of the budget
resolution. As much as I abhor the sunset provisions as a technique
to do so, unlike some other budget gimmicks, they are real. You are
going to have to pass laws, and the President is going to have to
sign them, or revenues are going to go up, not down, relative to the
baseline.

The supplemental is the first one in I do not know how long that
follows the budget resolution and so far has not become a Christ-
mas tree full of ornaments.

The House Ag Committee last week acted within the budget for
the extra farm money this year. I think we had John Boehner,
Saxby Chambliss, Charlie Stenholm, and the Democrats on the
committee to thank for that, and I hope the Senate will follow suit
when the bill gets over here.

The budget resolution assumes more than $500 billion in new
spending, and if I were doing political prognostications, just based
on the pace of activity in this Congress so far this year, I would
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be skeptical that you can actually get in place all of those policies
if you got cracking right now and tried to do so.

Once again, however, the release of the money for those policies
is very much subject to the control of the chairman of this com-
mittee.

With respect to surpluses, I would like to comment also that the
total or unified budget surplus is the number that has economic
impact. It measures the impact of the Federal Government on the
balance of the economy.

The Social Security. The on-budget or non-Social Security sur-
plus has taken on a very important political impact. It has helped
us to ensure that we are reducing debts by very large amounts of
money, and that is a very useful thing. Quite frankly, I think the
party that first thinks and articulates the thought that something
is more important than saving Social Security for Social Security
purposes will do so at their peril, I really believe that has become
a line in the sand. That is at least as completing as the norm of
budget balance has been for most of our political lives.

I think the on-budget surplus less HI is a little bit more tenuous.
It is the new kid on the block. It appears to me to be a proxy for
those who think we ought to be saving more than we would do if
we saved only the Social Security Trust Fund surpluses. The budg-
et resolution says you cannot use that money for anything but the
Medicare prescription drug benefit, and I think using Medicare
money for Medicare programs actually makes sense indeed. I do
not think Medicare drug prescription benefits makes sense without
Medicare reform, and if you do Medicare reform, that actually alle-
viates the problem that we are going to face when the baby-boom
generation begins to retire. Spending the Medicare HI Trust Fund
surplus to do so would be a very good investment, indeed.

I am going to jump and close by giving you the one bit of advice
I have for now that I think can actually do something positive
about the fiscal policy situation now. That is that it seems to us
urgent for Congress to adopt caps for appropriations sooner rather
than later.

For those who say that 661 is a line in the sand and they won’t
vote for anything more than that, my response is every day you
wait to vote, you are going to wind up spending more money than
you otherwise would do.

For those who say that they did not want to do it on a supple-
mental in the Senate because it took 60 votes, I say if you do not
have 60 votes for the catch, you will not be able to enforce them,
anyway.

It is really urgent, Mr. Chairman, for you and Senator Domenici
and Mr. Nussle and Mr. Spratt and whoever else has to be in the
room to get together and decide how much is too much and write
those amounts into law. Certainly, for the balance of this Congress,
I would say for 3 to 5 years. It is the one thing you can do now
that can help to bring order to this process because it seems,
against the backdrop of these very large numbers that we are all
throwing around every day, that the appetite for money is just bot-
tomless. It does not matte whether it is the Defense Department
or whether it is Bob’s comments about how much more it is going
to take for a prescription drug benefit.
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We do not talk anymore about $1 billion or $5 billion or $8 bil-
lion or $10 billion. We are talking in multiples of $50 billion. Look
at how the numbers have gone up from 587 to 630 to 681 to 680
and change. There is no right level of spending. That is a political
question, but you all need to resolve it politically in some broad
sense, write the caps into law, and then enforce them and we will
all be better off if you do.

With that, I will stop and take any questions you may have.

[The prepared statement of Carol Cox Wait follows:]
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Mr. Chairman, Senator Domenici, Members of the Committee, thank you for

inviting us to testify today.

Having so often sounded like a scold, | would like to begin by congratulating both

the new Chairman and the former Chairman (now Ranking Member).

Senator Domenici is to be congratulated for putting together a bipartisan budget

in difficult and unique circumstances—

*» A 50/50 Senate
s A new President; and

s Against the backdrop of huge surplus projections.

Even those who do not agree with the policy or the process admire your

persistence and determination.

We congratulate you, Chairman Conrad, on your commitment and determination
to enforce the budget resolution. No Congressional leader, Democrat or Republican, in
the House or Senate has faced a similar dilemma since Speaker Tip O'Neill in 1981.
Like you, the Speaker opposed the budget resolution. Like you, he questioned the
wisdom of the policies embodied in the resolution. Also like you, the Speaker took the

position that once Congress passed a budget he was duty-bound to enforce it.
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Understanding that you and your leadership opposed the resolution, we want to
take this opportunity to express our admiration for your commitment to fiscal discipline

and the budget process.

You ask, how large is the remaining budget surplus? Our first reaction is that
Congress and the Administration left too much money on the table in Fiscal Year 2002.
Attachment 1 is a table that illustrates the problem. The on-budget surplus (with or

without HI) is larger in FY 2002 than in any other year until FY 2006.

This summer’s re-estimates may help. That is to say, if the August re-estimates
they may reduce the projected surplus for next year more than they reduce the
projections for FY 2003-FY 2005 they could produce projection patterns more amicable
to sensible policy choice. Unless you plan on another tax rebate next year, we fear that

this pattern could bode badly for the years between 2002 and 2006.

Rudy Penner, a Member of our Board of Directors, well respected economist and
former CBO Director is the author of Errors in Forecasting.” Under the heading, The

Usefulness of Flawed Forecasts, Rudy writes—

! The Urban Institute, Washington DC, April 2001
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“It has been shown that forecasts become rapidly less reliable as the
forecast period is extended. Forecasts for periods beyond five years are not
totally misleading, but it would be foolish to believe that they provide anything but
the crudest indication of the nation’s fiscal health. Given constant policies, the
surplus for 2011 was projected in January 2001 to be $889 billion or 5.3 percent
of GDP. There is, however, a good chance that the final outcome could be twice
that figure or zero, even without policy change.

“On the other hand, there is only the tiniest possibility that 2011 could see
a deficit in the range experienced between 1982 and 1986, when the unified
deficit varied between 4.0 and 6.1 percent of GDP. Although the uncertainty is
enormous, the estimates indicate that the nation’s budget is very likely to remain
healthy or at least not become extremely unhealthy for the next 10 years.”

Under the heading, Congress should devote more effort to analyzing the risks of
outcomes that may occur because the forecast is wrong, Rudy writes—

“As noted above, it now appears highly unlikely that we will return to the
dangerous deficits of the 1980’s even if current projections turn out to be overly
optimistic. In contemplating tax cuts or spending increases, Congress faces a
more symmetrical set of risks. [f it avoids a major tax cut and the projections
become consistently more optimistic, the nation will not have the increase in
private consumption that otherwise might have been enjoyed. If Congress
passes major tax cuts and the projections become more pessimistic, the nation
may not save as much as it should, given the approaching retirement of the baby
boomers. In particular, future surpluses may fall short of the surplus in the Social
Security trust fund—a goal not enunciated by the majority of Congress.

“There may be a slight asymmetry of risks, in that it is probably somewhat
easier to cut taxes and increase spending if projections become more
pessimistic. However, Congress did manage to raise taxes and restrain civilian
spending during the 1980’s, and how they shouid be balanced is much less
apparent.

“Because of the currently superb fiscal situation, it should also be
emphasized that the risks of being wrong are not very large. If between now and
2011, $1 trillion less in debt is retired than planned, interest payments will be
$50-$60 billion higher than anticipated, representing about 2.5 percent of outlays.
Economic growth will be minutely lower, but if the shortfall is not the result of
slower-than-anticipated growth, consumption will be higher in the interim. The
effect on the nation’s well-being will be trivial relative to the $17 trillion GDP
expected in 2011. If the shortfall is the result of lower-than-anticipated growth, it
is appropriate to lower the target for the surplus in any case. The lower growth
will cause a significant loss of weifare, but the fiscal policy mistake will not.”
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Simply reviewing the facts leads us to two conclusions—

1. Governments save by retiring debt, but we do not put money in a piggy bank.
The money (except for interest savings) will not be available to pay program
costs in future years. Reducing debt today may make it easier to borrow in
the future, but it does not create budgetary resources to meet public service
needs in future years (except of course for the interest savings).

Reducing debt held by the public by $1 trillion less than current plans would
increase interest costs in 2011 by $50-$60 billion. Make no mistake, $50-$60
billion dollars is serious money. And there is a very real trade-off between
interest costs and funds available for programs. But the interest saving is all
that we gain in budgetary terms by retiring debt held by the pubilic.

2. ltis very easy to lose track of the sheer magnitude of the numbers we are
throwing around in our current budget debates. Simply using the Social
Security trust fund surplus to retire debt, will reduce debt held by the public by
amounts greater than the entire budget of the State of California each year—
and by amounts greater than the GDP of some pretty good size countries,
such as Columbia or Saudi Arabia.?

Budget resolutions and budget enforcement require a baseline—a benchmark
or point of departure. Baselines cannot and should not change with every
daily or weekly economic report. Given the magnitude of current surplus
projections, any adjustments that may be made this summer likely will seem
trivial in the overall scheme of things. [And as we remarked at the top of this
testimony, if those changes diminish the FY 2002 surplus relative to FY 2003-
FY 2005 they may actually prove to be helpful.]

The budget resolution now in place provides the needed benchmark for
tracking legislation. Sure, the numbers will change. But sanctioning change
too frequently or at intervals too close can only lead to further criticism and
confusion. In the House Budget Committee hearing yesterday there was a lot
of kidding about “back of the envelope” and “cocktail napkin” re-estimates—
and we confess to a little bit of that when we constructed the table at
attachment 1. But you should stick with the resolution for purposes of budget
enforcement. You simply cannot use “back of the envelope” or cocktail
napkin” forecasts and projections for enforcement purposes.

2 See attachment 2 for a list
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Many Members and staff already believe that the budget process is
confusing and lacks transparency. Given your commitment to strong budget
enforcement, Mr. Chairman, anything you can do to make the process seem

more stable and more understandable probably will make your job easier.

There have been some notable successes enforcing the resolution in the

month or so since its adoption.

¢ We are not crazy about the way they did it, but the tax-writers kept the tax bill
within the limits in the resolution.

Many will decry the sunsets and delayed implementation of some popular
provisions in that bill as old-fashioned gimmickry. But, if you dislike the
policies underlying the tax cut and/or if you are concerned about future
shortfalls, you should welcome the sunset provisions. Congress must act and
the President must sign one or more new laws, or else revenues rise
compared to current projections.

» The supplemental follows the budget resolution. For the first time in years, a
Presidential request for supplemental appropriations has not become a
Christmas free with all the trimmings.

e The House Agriculture Committee last week held the line on the $5.5 billion
assumption in the budget for additional farm assistance this year.

Representatives John Boehner (R-OH), Saxby Chambiliss (R-GA) and
Charley Stenholm {D-TX) 6and most of the Democrats on the Committee
deserve credit for that action. Chairman Combest opposed them, but he

supported the Committee bill on the floor and it passed the House on
suspension. We only hope that the Senate will follow their lead.

The Senate could bet to the supplemental and the President could sign it before
June 28" when we are due to deliver this testimony. But as we write, the tax cut is the

only policy assumed in the resolution that actually has been enacted.
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The budget resolution assumes new spending policies that total more than $530
billion. The Budget Committee Chairman has wide discretion to release money for

various policies assumed in the resolution—

$300 billion for prescription drugs;

$28 billion for health insurance for the uninsured;

$8 billion for Family Opportunity Act;

$14 billion for home health; and

$66 billion for agriculture.

Release of these amounts by the Chairman will impact greatly the fiscal path
pursuant to the budget resolution. It may impact even more on the longer-term outiook.
Thus, the Budget Committee Chairman has considerable latitude to influence final

budget outcomes this year.

The table at attachment 1 shows three different budget surplus calculations—

e Total (or consolidated or unified) surplus;

» On-budget (non-Social Security) and off-budget (almost entirely Social
Security) surplus; and

» On-budget surplus less the HI surplus.
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From an economic perspective, the total surplus is the only really meaningful
number. The actual unified budget surplus will determine the amount by which we
reduce debt held by the public. It measures the impact of the Federal government on

the entire economy.

The off-budget {shorthand for non-Social Security) surplus has proven to be very
useful. Aaron Wildavsky used to write a lot about the norm of budget balance. Given
very large and growing actual and projected surpluses, the norm of budget balance

does little to restrain fiscal policy choice or impose budget discipline.

But the proposition that we should “save Social Security surpluses”, i.e., use
those amounts to retire debt held by the public, has very broad and deep political
appeal. Congress and the President have all but adopted blood oaths to the effect that
you will save Social Security surpluses for Social Security. That has proven a very
useful firewall from the perspective of those of us who support debt retirement. As
noted above, “saving Social Security surpluses” would reduce debt by amounts larger
than the total budget of any State in the nation and the GDP of many large countries.
Devoting all Social Security Trust Fund surpluses to that purpose would allow the
Treasury to buy back all the debt that available to retire before the end of the decade.
There may be no specific economic import to the number, but the policy outcome

certainly is a welcome one.
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The HI surplus is the new kid on the block. The need to “save Medicare
surpluses” is floated by some as a proxy for the argument to reduce debt more and

faster than would be the case if we used only Social Security surpluses for that purpose.

Reducing debt more may indeed be a better policy—but we do not expect it to
happen. We believe—when all is said and done—Congress and the President will
compromise on policies to commit the entire non-Social Security Trust Fund surplus.
We fear for the political party that first argues that something else is more important
than saving Social Security, but we doubt that the HI surplus prohibition will prove to

have the same staying power.

The budget resolution made it very clear that Congress cannot pass policies that

would dip into the HI Trust Fund surplus unless you make an explicit decision to do so.

It seems clear to us that the budget resolution allows you to use Medicare
surpluses to pay for Medicare reform. Indeed, you may want to do so. Anything
Congress does in the short term that helps to narrow the long-term gap between
dedicated receipts and benefit commitments in Medicare would be a solid investment in

future fiscal sanity,

It seems to us that there is more than enough money to pay for the policies
assumed in the resolution (certainly in the budget year) without diminishing the Hi

surplus. And the Chairman has extraordinary power help ensure that outcome.



119

On the other hand, a prescription drug benefit in the absence of Medicare reform
is a bad idea—not because it may use up part of the Hi surplus in the short term.
Adding prescription drugs to the current Medicare program would only make an already
unsustainable program more expensive. And the Medicare dilemma already is more

difficult than the Socia! Security problem.

Our organization believes that universality; transparency and accountability
define responsible budgeting. There is no objectively right level of Federal spending
and revenues. We believe that Congress should abide by the budget or act
constructively to change it. You should not cut taxes below, nor increase spending

above the budget without first amending the resolution.

We are concerned that Congress and the President have not acted to write into
law appropriations caps for the balance of this Congress. WE understand that some
Members hate the thought of voting for a cap one cent higher than the $661 included in
the budget for FY 2002. We also understand that some Members want to know more
about the President’s request before agreeing to new appropriations caps. And we

understand that some think $661 is too little, period.

For those committed to fiscal discipline and the integrity of the budget process,
we have this advice. The sooner you write caps into law the less you will spend in the

aggregate and the more discipline you will bring to the appropriations process,
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We understand the reluctance to add caps to the supplemental due to the 60-
vote maijority that would be required. But who is kidding whom? If you cannot muster
60 votes for the new caps in the Senate, you probably cannot enforce them in any case.
We urge the Chairman and the Ranking Member to get together with one another—with
your House counterparts and whomever else you think it is necessary to strike a deal
you can enforce—and move legislation to enact new caps for the balance of this

Congress at the earliest possible moment.

This could be a critical step toward restoring faith in the budget process even as

it could test the commitment of the Congress and the President to fiscal restraint.

in closing, we don't really think that the pending debate is about saving money.
We are convinced the debate is about how to spend. We think and hope that you can
hold the line and actually use Social Security Trust Fund surpluses to retire debt. We
will be very surprised (albeit pleasantly) if actual debt retirement exceeds those
amounts. So the sooner you force a debate and vote on how much is too much to
spend for appropriations, the sooner the Chairman will have a clear idea how much is
left for everything else. And he has an extraordinary degree of latitude to keep

spending within the amounts available in the budget this year.

Thank you again for the opportunity to testify today. | am happy to take any

questions that you may have.
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Attachment 2

Selected Countries with GDP less than US Social Security Trust Fund Surpluses

Chile
Columbia
Egypt
Finland
Greece
Hong Kong
Indonesia
fran

Ireland
Israel
Malaysia
New Zealand
Pakistan
Peru
Philippines
Poland
Portugal
Saudi Arabia
Singapore
South Africa
Thailand
Venezuela
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Chairman CONRAD. Thank you very much.

We are going to turn to Members who are here, first Senator
Stabenow and recognize her for 8 minutes for a statement, ques-
tions, and however she chooses to use her time.

Senator STABENOW. Thank you, Mr. Chairman. Once again, let
me thank you for holding this important hearing for us as we move
forward, as numbers continue to adjust.

As we all know, the estimates on the tax cut that was passed
have been changed in terms of full cost, and as we look at the
changes that have been coming forward in terms of the revenues,
I think it is our responsibility on the Budget Committee to keep
Members focused on the realities of what we have to deal with.

I know, Mr. Chairman, that you are strongly committed, as we
all are, to fiscal responsibility as we move forward on this budget.

I did want to ask, first of all—well, first of all, make a note that
yesterday we heard from our Goldman Sachs representative that
half-a-percent change in labor productivity would be a loss of about
a trillion dollars to us. When I look at the Concord Coalition sur-
plus excluding Social Security and Medicare Part A after the tax
cut, basically a half-a-percent difference in labor productivity, it
wipes out the surplus that you have projected here.

Mr. GREENSTEIN. Sure.

Senator STABENOW. So I think that is important for us to note
as we move forward, and we certainly want to have labor produc-
tivity continue. It has really been the back bone of our economy
and at the growth that we have experienced, but I think it is im-
portant to note what just a small deviation can do.

Also, Mr. Bixby, I think it is important to reemphasize something
you said in your testimony. When we look at the tax cut and the
budget resolution, it all adds up on paper, but only if today’s long-
range economic projections are accurate, only if a number of ques-
tionable assumptions are made that tend to underestimate likely
expenses and overestimate likely revenues. Certainly, that is the
position that we find ourselves in at this moment.

I would like to ask any of you to respond to one of the issues in
the tax bill, and that is the alternative minimum tax provisions
which are set to expire in 2004 and also the higher education tax
deduction which expires in 2005. The higher education deduction
is, of course, critical to labor productivity and being able to encour-
age people to go on to receive the skills that they need to be able
to be productive citizens in the new economy, and also, with the
AMT expiring, essentially that is a tax increase for citizens.

Do any of you doubt that these sunset of tax cuts will be renewed
by Congress or have any comments as to how you believe these
various tax cuts will be acted upon by the Congress and any likeli-
hood?that, in fact, we would truly eliminate the AMT provision in
20047

Mr. Greenstein.

Mr. GREENSTEIN. We are clearly not going to eliminate the AMT
provision in 2004. About 1.4 million taxpayers will be under the
AMT this year.

Under the tax bill, by 2010, it is 35 million.

The Joint Tax Committee estimate of the cost of limiting the in-
crease in the number of taxpayers under the AMT to 20 million by
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2010 or so—17 million, I think, by 2010, 20 million in 2011, rather
than 35 million, which is the level it would have gone to under the
law prior to passage of this tax cut, that alone is 200- to $300 bil-
lion over 10 years.

So I think the question is not will Congress address it. You clear-
ly will, but where is the money going to come from? That is where
the tax bill as currently passed is a setup, and I think you have
to respond appropriately.

It was done as a setup saying that we really want a 1.7-, 1.8-
, $2-trillion tax cut, so we will make it look on paper like it is 1.35
and we will set up these clips of which the biggest is the AMT,
much bigger than the education one in terms of cost, and we will
put the gun to the head of Senators like yourselves that if you do
not extend the AMT relief in the bill, you will get attacked for rais-
ing taxes on a lot of people.

The numbers that we have gone through here today, and the
chairman’s numbers indicate, there is not any money around un-
less you want to dip into the trust fund surpluses to deal with that.
So the conclusion—the conclusion my testimony comes to—the con-
clusion is, yes, you are going to have to deal with the AMT and the
other sunsets, but they have to be paid for within the revenue side,
and the logical way to pay for them is by scaling back some of the
excesses in that tax bill that have not taken effect yet.

Most of the AMT effect will be on people over $100,000 a year.
Some will be below. Most of the cost is above. We should not be
lowering their tax rates and making other changes by more than
we can afford and then recapturing part of that through the AMT.
We fix the AMT, and it probably means you cannot lower the rates
quite as much. You do not completely eliminate the itemized deduc-
tion phase-out, which is a huge tax cut that neither the House or
Senate bill out of conference, having not been in either bill, a huge
additional tax cut for people that make millions of dollars a year.
That does not even start to take effect until about 6 or 7 years from
now.

So there are adjustments that can be made within the bill to pay
for the AMT issue, but the Congress voted on the budget resolution
to limit the tax cuts to $1.35 trillion, and your only hope of getting
through the next number of years, even if the productivity estimate
does not go down—the only hope of getting through without dip-
ping into the trust fund surpluses is that you have to fix the sunset
problems in the tax cut bill on the revenue side, redo the tax bill
right.

I think $1.35 trillion is still too high, but at a minimum, you
have got to make the ultimate cost fit within 1.35.

Mr. BixBY. Let me just add to underscore something that Bob
said, which is that even without the tax cut, forget about the tax
cut, there was still an AMT problem brewing, so that the tax cut
exacerbated the problem somewhat and as the Joint Committee
has estimated, it takes about $200 billion over the rest of the tax
cut to fix that, but that fixes only part of the problem. It gets you
back to square on. Still, even with that, the number of taxpayers
subject to the AMT over the next 10 years is going to go from $1.4
trillion to 20—excuse me—million—I get my trillions, billions, and
millions, but in this case, it is only millions—taxpayers to 20 mil-
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lion taxpayers, and it is likely that Congress would hear about it
from your constituents. So you would probably do something about
that. Anyway, so it may cost more than that.

The education extending that one costs about $20 billion, I think,
according to the Joint Tax Committee over the remainder of the tax
cut provision, but that is one of the unrealistic assumptions that
is bandied about right now is that nothing will happen with that.

Ms. WarT. If I may, harking back to my comment at the begin-
ning of all of this, I am not nearly as good a prognosticator, I guess,
but I can suggest to you, one, that it is likely that when the time
comes, something will be done to extend the AMT and the edu-
cation deduction. I do not know exactly what.

If we have far larger surpluses than you all think we are going
to have right now, we will probably behave one way. If we have a
lot less money, we will probably behave another way.

I think that sitting here today and trying to forecast exactly
what is going to happen, 2, 3, or 4 years from now, I just do not
know, but I have seen how the Congress behaves in situations
where you would be, for instance, thrown into using the Social Se-
curity Trust Fund surplus to offset the cost of AMT if you did not
do something else. You will do something else if that is the situa-
tion, but since I do not know what the overall economic and sur-
plus situation is going to be, I cannot forecast exactly what you are
going to do.

Senator STABENOW. Mr. Chairman, in conclusion—I see the red
light—let me just say that one of the reasons that Senator Evan
Bayh and Senator Olympia Snowe and I put forward the idea of
a budget trigger was to make sure that if revenues did not mate-
rialize that actions on phase-in of tax cuts or spending would not
proceed until the dollars were there, and I am going to continue to
vigilantly support the chairman’s position of taking actions that
protect Medicare and Social Security as we go forward with these
items and the unsurety of the budget.

Thank you.

Chairman CONRAD. Senator Clinton.

Senator CLINTON. Thank you very much.

First, I would like to thank our chairman for holding this second
of two extremely important hearings that are beginning to high-
light the predicament that we find ourselves in following the pas-
sage of the tax bill, and I thank each of our witnesses for their in-
sightful and helpful presentations.

I think the message is quite clear. It is one that many of us tried
to make on the Senate floor and back in our States that there is
a right balance between debt reduction and tax relief and the in-
vestments we need, and we do not think that the tax bill that was
passed and signed into law struck that balance, but we are obliged
now to figure out how to deal with the situation that we have
found ourselves in.

Given what we have heard this morning, I have a couple of ques-
tions, and one is what Senator Stabenow raised about the AMT.
The other, though, is about the concern we have about our national
savings rate. I think it was Mr. Bixby, if I am not mistaken, in
your testimony, your written testimony, who highlighted that in
addition to improved productivity, we have to put the idea of in-
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creasing national savings in the center of our thinking. I believe
you made the point, Mr. Bixby, that increasing national and per-
sonal savings is the single most effective policy the Government
can pursue to promote long-term economic growth and retirement
security.

I think we have squandered the opportunity to keep our national
savings in the right balance, and certainly our personal savings fig-
ures are quite distressing.

So I would like to push each of you on this point. What kind of
reforms do each of you favor that you believe would help to boost
our national and personal savings rate and, therefore, our economic
growth potential? I would like to throw in the point that Bob made
which had not really struck me, Mr. Chairman, until I heard him
make it, and that is that we passed a budget resolution that set
a very specific figure for the tax cut, which we know has been ex-
ceeded. Part of our challenge will be, it seems to me, in this budget
process is not just to set caps and not just to decrease deeply need-
ed non-defense discretionary programs, but to come up with a
strategy to enforce the budget resolution. That will be quite a chal-
lenge, but we certainly have a clear signal.

As we gain information from various sources about what the true
cost of this tax cut is, it violates the budget resolution. So part of
what we will have to be considering is how to get our Congress to
abide by the budget resolution which it passed.

Any thoughts you might have on that, I am also obviously very
interested in, but let me first ask about this whole question of sav-
ings. It is something that I know each of you have addressed from
different perspectives, and I would love to hear any thoughts you
got.

Mr. BixBY. I can start, and I am glad you picked up on the sav-
ings comment in the prepared testimony because to the Concord
Coalition, that really is the key issue here with the surpluses.

We do not see any particular point in the Government running
big surpluses just to run up bigger expenditures in the future.

The economic case for saving surplus is that, for one thing, the
only way you can pay down debt is for the Government to run a
surplus. After 30 years of deficits, it is perfectly appropriate to be
running a surplus, particularly in strong economic times as we
have in the last couple of years, to pay down some of the debt. That
is, as I think Carol mentioned, really the only way the Government
can save, despite trust funds and lockboxes and all that. The only
way you can translate that into real savings for the future is to be
paying down debt with it. So that is the economic case for setting
the bar, so to speak, at the trust fund surpluses and trying to pay
down debt to do that.

Another policy that the Concord Coalition has favored is a sys-
tem of mandatory individual retirement accounts, and the justifica-
tion for running surpluses and using it for that is it would help in-
dividuals save, even if it was through a mandatory program.

The key question there is do you do it in the context of Social
Security reform, do you do it outside of Social Security reform. For
the record, the Concord Coalition thinks it ought to be done within
the context of Social Security reform. That may be one thing that
Bob Greenstein and I may disagree upon, but I would rather be
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having that discussion. I think that discussion of how to use the
surplus in the context of entitlement reform, savings for the fu-
ture—because we know we have these demographic challenges
ahead. We know the personal savings rate is low. I think our time
would have been more productively spent earlier this year having
a knock-down, drag-out fight over Social Security reform rather
than a knock-down, drag-out fight over whether the tax cut should
be 1.6- or $1.3 trillion.

Senator CLINTON. You get no argument from

Mr. BixBY. So you asked for ideas of savings, and that is really
the discussion that we are looking forward to having.

Senator CLINTON. Ms. Wait?

Ms. WaIT. As with Bob, I think that the value of buying down
debt held by the public is that we are increasing national saving
and that there is—I think if there is one thing about which there
is no dispute in the economics community, it is that increasing sav-
ing now will increase growth in productivity and put us in a better
position to deal with our long-term problems.

I have to say, however, as I note in our testimony, I only wish
that the argument today were about whether to save money. It
really is not. We are going to save the Social Security Trust Fund
surpluses. I remain fairly confident of that.

I am much less confident that anything above that amount is
going to be saved, whether it had gone for tax cuts, whether it is
going to go for spending programs. My sense down here is that ev-
erything else is on the table, and it is going to wind up out the door
somehow. If I truly believed there were a strategy that would re-
sult in the Government retiring more debt, I would say let’s do it.
I just do not know how we get from here to there.

Senator CLINTON. Bob.

Mr. GREENSTEIN. I very much agree with your statement, the
other witness’, Bob Bixby, statement. We need to promote national
saving on the public, that we really have control primarily on the
public side, lots of things Congress does on the tax side, but it says
our saving incentives simply end up with people shifting money
from investment A that is not tax-favored to investment B that has
become tax-favored, without doing that much to increase saving.
The one sure thing Government can do to increase saving is to pay
down more debt.

We know that when the boomers retire in large numbers, we
have big fiscal problems. Paying down debt gives us a double ben-
efit in dealing with that. To the degree that it promotes some fast-
er economic growth, we have a larger economy to help enable us
to afford dealing better with those problems when they arise, and
to the degree that we are not paying $200 billion a year in interest
payments on the national debt, we have more room in the budget
to deal with those problems when they arise.

On your other question on enforcing the budget resolution, one
thing that adds some complexity here is that the levels of discre-
tionary spending, both defense and non-defense in the budget reso-
lloution are not realistic and cannot be really enforced. They cannot

e met.

We have already this big request, just a first installment, $18 bil-

lion more in defense. As I said in the testimony, we expect that ul-
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timately translates into 200- to $400 billion over the 10-year pe-
riod.

In a provision, the likes of which I have never seen before, and
I frankly have to say I find pretty outrageous, the budget resolu-
tion gives now-Chairman Conrad the authority to raise the ceiling
for defense discretionary without giving him the authority to raise
the ceiling for non-defense discretionary, but the non-defense dis-
cretionary level both for 2002 and for the next 10 years is neither
realistic nor, frankly, probably good policy.

I will give you one little example. As we sit here today, the
House is passing the 2002 ag appropriations bill that in a time of
budget surplus will require 200,000 low-income, pregnant women,
infants, and young children to be turned away from the single pro-
gram that probably has the most successful track record in the
Federal Government, the WIC program.

There is an editorial on this, this morning, in The Washington
Post. We have room for massive tax cuts for the top 1 percent, but
we are going to turn—at the end of the day, Congress is not going
to do that. I hope it will get fixed in the Senate. I think it will ulti-
mately get addressed, but things like this are not going to be ad-
dressed within the unrealistic levels that are in the resolution.

So I have always favored caps on discretionary spending, realistic
caps. The fact of the matter is in order to have realistic caps, you
probably are going to need to make some adjustments on the tax
side, and much as I do favor new caps, I think they have got to
be part of a negotiated bipartisan agreement that looks at the
whole budget again, including the tax side, which probably is not
going to happen this year, but maybe it could happen in the next
year’s budget resolution.

In the interim, I am not worried about a spending spree because
you have got this political discipline that neither party wants to go
into the Medicare or Social Security surplus, and having that dis-
cipline, I think there is not a lot to be concerned in the short term,
but, in the long run, we will need new caps, but as part of a resolu-
tion that looks at priorities across the budget.

I would find it very troublesome to say that we are going to go
at all these tax cuts for the top 1 percent that have not even yet
started to take effect yet, take effect and use that as an excuse to
put in caps that start throwing poor children off effective program.
I do not think that is the right mix.

Ms. WAIT. Senator Conrad

Chairman CONRAD. We have got to abide by our time limits here,
and Senator Nelson has the next——

Senator NELSON. Well, I would certainly defer to the Senator
from New York if she would like to followup.

Senator CLINTON. I think Ms. Wait wanted to

Ms. WAIT. I just wanted to remind you all that—I mean, I do not
need to remind you that Senator Conrad almost certainly is not
going to increase the defense cap by goo-gobs of money without
doing anything on the domestic side, but beyond that, you are
going to have to do something about caps and the pay-go scorecard
before you recess at the end of this year or you are going to have
massive sequesters, the like of which you have never seen.
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It is not that you aren’t going to have an opportunity to deal with
those issues. You are going to be forced to deal with them. My only
argl‘)ument is the sooner you do so, the better off everybody is going
to be.

Mr. GREENSTEIN. You are not forced to set new 5-year caps this
year. You are only forced to do the same thing you have done each
of the last several years, which is to waive the unrealistic caps set
in 1997, which ultimately should be replaced with new ones, but
I think, again, as part of a larger look at the whole budget.

Ms. WAIT. Excuse me, Bob, but we did set a new cap last year
for 1 year, and even if you do that, it is better than nothing at all.

Chairman CONRAD. Senator Nelson.

Senator NELSON. Mr. Chairman, 22 years ago, I found myself
happily as a freshman Member of the Budget Committee. It was
22 years later that I find myself happily as a freshman Member of
the Budget Committee, and from that former experience, 22 years
ago, I learned some painful lessons.

First of all, I learned that I had made a mistake when I voted
for the 1981 tax bill, and we saw the consequence of that; that
while I was in the Congress, all the way through the decade of the
1980’s, not only did we have to undo it, we had to undo it three
times, and a fourth time after I had left the Congress in 1993.
Thus, you well would have expected that I have voted the way that
I have voted this year, which I think what has been adopted is a
highly irresponsible fiscal position to put us in, in a fiscal straight-
jacket of which we now have some very uncomfortable decisions
that we have to make.

So my question that I would direct to you all is given the fact
of my history and given the fact that because I had some inkling
of these matters in the course of the campaign and discussed them
very openly with the people of Florida—and the people of Florida
instructed me very clearly, they wanted a substantial tax cut, but
they wanted to pay down the national debt, and they wanted sub-
stantial investments in education, in defense, in the environment,
in a prescription drug benefit to modernize Medicare, and they did
not want to raid the Social Security and Medicare Trust Funds.

Now, what has been enacted in this Congress thus far signed by
the President violates those principles. So what would you rec-
ommend to us in order for me to keep faith with the promises that
I made to the people of Florida and, thus, how I have voted to this
point of now how to get out of this fiscal straightjacket that is fac-
ing us?

Mr. BIXBY. Senator, sometimes constituents ask for a lot, and
there are not necessarily consistent desires.

There is so much money on the table. This is the sort of thing
that the Concord Coalition has nightmares about. There is so much
on the table when you look at a 10-year projection, $5.6 trillion,
that it appears that almost anything is possible.

The tax cut. Our view on the tax cut was that it should have
been something that you could phase in over the next couple of
years. Those provisions, in facta, in 2004 and beyond just shouldn’t
be there because who knows what the fiscal situation is going to
be. There is going to be congressional elections and another Presi-
dential election before a lot of this tax cut goes into effect, and we
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still could have had a sizable tax cut, but the tax cut is in place.
I think for purposes of looking ahead to see how much money is
on the table, you have to assume that it is going to be there, and
there is no point in going back and redoing the tax cut again this
year.

I think now that spending is on the table, I think that there is
an obligation to hold the line as much as possible, particularly on
the appropriations bills, and looking to a prescription drug benefit.
That 1s going to be a very expensive proposition, no matter how we
do it. So I think there needs to be important—I mean, I do not
think we should go whole hog into that, and I agree with what
Carol said. That probably ought to be done in the context of a
broader Medicare reform because that is the other big-ticket item
that is out there.

We have something that we do with our field staff at Concord,
and I know Carol has got similar things, where you have constitu-
ents come together and sort of look at all the options and how
much they cost and what the revenue consequences are and debt
service cost to all these things and tell them you are the budget
committee and here are your choices. So I would tell your constitu-
ents, “You figure it out. We will get the Concord Coalition to come
in and do one of these exercises, or the Committee for a Respon-
sible Federal Budget,” and so people can see the tradeoffs because,
quite clearly, despite these big surpluses, there are tradeoffs that
have to be made between tax cuts, debt reduction, and new spend-
ing, and we cannot go into this situation thinking that we could do
it all because, as you heard yesterday, the economics could take
away alone without any hard choices being made a big part of the
projected surplus.

There is no magic answer, and you probably need to convey that
message.

Senator NELSON. Would you agree that had we cut the tax cut
in the range of about $900 billion over 10 years that we could have
accommodated most of what the people of Florida instructed me
that they wanted?

Mr. BixBy. Possibly, but you would still have the same problem.
You would still have tradeoff problems with a big tax cut and a
prescription drug benefit. In either case, as you know, you have a
big fiscal problem coming out beyond the 10-year budget window,
and so you really have to be careful not to make—whether it is
900- or $1.3 trillion. It would still add up paper, and it would add
up better on paper. There is no doubt about that.

Senator NELSON. Well, the problem is it is not $1.3 trillion.

Mr. BixBY. No. It is close to $2 trillion.

Senator NELSON. It is about $1.8 trillion, minimum.

Mr. BixBY. Right.

Mr. GREENSTEIN. Senator, if I could jump in here.

Senator NELSON. Yes, Mr. Greenstein.

Mr. GREENSTEIN. What I was about to say was actually the ques-
tion you just asked, that while Bob is absolutely right that there
are still difficult tradeoffs no matter what you do and that any
budget resolution that was passed this year, including one with a
$900-million tax cut, it does not take away the fact that we still
have problems down the road when the boomers retire.
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Having said that while voters often ask for a combination of
things that are unrealistic, what your constituents asked for really
was not that unrealistic.

Senator NELSON. I agree.

Mr. GREENSTEIN. It all could have been accommodated with a
smaller tax cut.

What do we do about it now that we are where we are? I think
there are two steps. Step No. 1, that I mentioned earlier this morn-
ing, is the budget resolution says $1.35 trillion for the tax cut. That
is the official cost of the tax cut. The first step is it has got to stay
within $1.35 trillion, not 1.7, not 1.8, not 1.9, which means that
any additional tax cuts that Congress takes up and dealing with
the sunsets which is what adds that extra 4- or $500 billion, AMT,
the whole bill, they have got to be paid for on the revenue side
within the bill.

Fortunately, the one fortunate thing here is since so many of the
tax cuts that are not the broad middle-class tax cuts, but the very
high-income tax cuts do not start to take effect for a few years and
then phase in over many years. You have the possibility of getting
the money to deal with the sunsets and the other revenue problems
that if not financed in this way, take the whole cost to 1.7 or 1.8
or 1.9, to deal with them within the tax bill, so the total stays at
1.35.

But even if you do that, it is still very difficult, unless the sur-
pluses continue to grow, which they might not. It is still very dif-
ficult, even at 1.35, a real 1.35, to meet the various wishes of your
constituents.

If the surplus does not grow, I think ultimately—you are not
going to do it this year, but, ultimately, that is going to require
some scaling back of the tax cut below the 1.35. While at the cur-
rent time that looks politically impossible and is right now, if you
looked a month after the 1981 tax cut passed and said what are
the prospects that in the next 3 years with Ronald Reagan still as
President that 30 percent of the 1981 tax cut will be taken back
by Congress, anyone would have said that is crazy, it will never
happen, but when the fiscal tradeoffs had to be made, it did hap-
pen.

Senator NELSON. That is right, and Reagan had to lead the
charge

Mr. GREENSTEIN. That is right.

Senator NELSON [continuing]. Because the country was going
into economic cardiac arrest.

Mr. GREENSTEIN. It will be tougher now, because you do not face
deficits, to face total budget deficits, but, ultimately, the question
is that the first step, do not let that tax cut get any larger. The
second step is, ultimately, you all and your colleagues on the other
party will need to go back to the public, and they will need to be
asked what do you want, do you want less for education, do you
not want as much of a drug benefit, whatever it may be, in return
for letting all the tax cuts take effect, do you want us to scale back
some of the tax cuts and invest more in education or environment,
and the voters, if the issue is squarely put to them, I do not know
exactly what they will decide, but they need to be a part of it. That
is part of what we have elections for.
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Ms. WAIT. Mr. Chairman, may I make a very brief statement?

Senator NELSON. Yes.

Chairman CONRAD. Certainly, please.

Ms. WAIT. First off, I think that Bob would be the first to concede
that I am not going to sit by quietly and watch people do bad
things to poor women and children. I think that the Senate will
certainly step in and keep that from happening in whatever we do.
We have to protect the most vulnerable populations in this society.

Second, I would say to you, Senator, you have to concede that the
straightjacket you are in today is vastly preferable to the one you
were in 22 years ago.

Senator NELSON. Oh, indeed.

Ms. WAIT. I mean, we are in so much better shape than we
were——

Senator NELSON. Dealing with a surplus is much better than a
deficit.

Ms. WAIT. And much more difficult in some respects, but a much
better situation for the country, for the budget, for the economy.

Finally, I would say to you, you begin by enforcing the budget.
We began by congratulating the chairman for his commitment to
doing that. I have deviated slightly from that myself saying you
need quickly to put in place realistic caps, and caps, you can en-
force. Everybody who knows me knows that I think the Govern-
ment could probably get by on $661 billion in new budget authority
next year, but, then, I probably have the lowest spending number
in down and what I would do does not matter. I do not have an
election certificate on the wall, and what really matters is what
you can get, 60 votes in the Senate, and at least 218 votes in the
House and a Presidential signature for. You need to come to an un-
derstanding about that and do something about it sooner rather
than later.

Enforcing the budget is the only place you have to start right
now unless you think you have the votes to go back and re-litigate
it and start all over again. Going forward, if we knew more about
what you were going to be facing, we would give you better advice.
We do not.

One concern I have not articulated here and I do want to do be-
fore it is over is that Bob keeps talking about the longer-term prob-
lems that we face. To the extent that we grow the size of Govern-
ment between now and the time the baby-boom generation retires,
that gap gets more difficult to close. That mitigates somewhat the
positions that we have expressed over the last year saying that on
balance, if you were going to spend the money, anyway, tax cuts
or not as damaging as you would have described them to be, we
would have preferred a smaller tax cut. We would have preferred
retiring more debt, but on balance at this juncture, growing the
size of Government, unless you have a commitment to a higher tax
level only makes the problem more difficult when you get to that
point when the baby-boom generation retires.

Senator NELSON. Mr. Chairman, thank you, and thanks for hold-
ing this hearing because this is something we really need to keep
locking in, like a laser on.

Chairman CONRAD. I thank the Senator from Florida.
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I would say to the Senator from Florida, I would answer his
question saying the Senator from Florida has kept full faith with
the voters of Florida because you supported a budget resolution
that protected the Social Security and Medicare Trust Funds in
each and every year. You supported a budget resolution that had
a $900-billion tax cut, substantial tax cut. You supported a budget
resolution that reserved resources for improving education, pro-
viding a prescription drug benefit, strengthening national defense,
and you supported a budget resolution that, in addition to that, set
aside $900 billion to strengthen Social Security for the long term.
It was the only option before us that did something about the long-
term problem facing us, which is we all know the retirement of the
baby-boom generation. So I would say the Senator has kept full
faith with the pledges that he made in supporting a budget resolu-
tion that did everything single thing that he talked about.

I would just like to end where I began as reality time. This is
not projections. This is not what is maybe going to happen. This
is what has already happened. If we start with the most recent
forecast of CBO, we take out the tax bill, we take out the budget
that has passed, and we take out what the President is proposing
on defense, we are already invading the trust funds of Medicare in
2003, 2004, 2005, 2006, and 2007. So we are not talking about
things that might happen or prognostications. We are talking about
what has already happened in a tax cut, in a budget resolution,
and in a defense request from the President of the United States.

Beyond that, we can make some informed judgments about
where we are likely to go in just a few areas because that first
chart has nothing with respect to fixing the alternative minimum
tax which costs over $200 billion to do. It has nothing to do with
the extenders, which we all know is going to happen, the extension
of popular tax provisions, like the research and development tax
credit, that aren’t included in the budget resolution. It does not in-
clude any money for natural disasters, and natural disasters have
already occurred. We already had the head of FEMA call up yester-
day and tell the Appropriations Committee, he needs an additional
billion dollars just to get through September. There is none of that
in this budget. There is no new money for education in this budget,
even though the Congress has passed—or the Senate has passed
and education bill that authorizes over $350 billion, and there is
no change in the economic forecast in that first chart.

We know the economic forecast is going to change because eco-
nomic growth is not meeting what is in the projection. If we just
on two of those items make a reasonable assumption with respect
to education funding and a revision in the forecast, we can see the
results, and the results are clear for anybody to see who has the
courage to look. The result is deep raids in the Medicare Trust
Fund and even raiding the Social Security Trust Fund, something
the vast majority of Congress has voted not to do on both counts.

We are in trouble. It is just as clear as it can be. We are in trou-
ble. We are in trouble already, and the prospects are the trouble
is going to get worse, and it is because we have put in place an
unrealistic budget, one that is based on a forecast that is overly op-
timistic in my judgment, No. 1; No. 2, that we have passed too
large a tax cut; No. 3, that the budget did not include items that
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are clearly going to happen, including the President’s request for
increases in national defense, including new money for education,
including the necessity to fix the alternative minimum tax which
is otherwise going to at the end of this period affect 35 million tax-
payers in this country when today it affects less than 2 million.

We also know there are going to be natural disasters in this
country. We have already experienced them. We know, I think be-
yond a shadow of a doubt, the forecast in the short term is going
to go down. Economic growth was forecast to be 2.4 percent this
year. The consensus forecast now is 1.8 percent. That means we
are going to get less Federal revenue. How much less is an item
of discussion.

We had a very distinguished panel here yesterday, two Demo-
cratic witnesses, a Republican witness, who agreed that revenue is
going to be down from what is forecast 50- to $75 billion just next
year. We are in trouble, and that is a message that has to be clear-
ly delivered to our fellow Members of Congress and to the country
because it is going to have to guide us in every decision we make.
It is why I believe the budget resolution must be enforced, but that
is not enough. That is not good enough. We are also going to have
to say to our colleagues, no new spending that is not in the budget
that is not paid for, no additional tax cuts that are not paid for.
That is a message we need to clearly deliver to our colleagues and
to the country.

All those who are out there who think there is this big honey pot,
the honey pot is gone. The honey pot has been fully committed. In
fact, it has been overcommitted, and we are into the trust funds
of Medicare already, and you can see with even reasonable, very
reasonable and modest and conservative assumptions that we are
going to be into the Social Security Trust Fund.

So it is time to face reality, and that is a message that has to
be delivered over and over and over to colleagues, as unwelcome a
message as it is and as unwelcome a message as it is to people in
the country.

That still is an optimistic outlook for the economic future. That
is still assuming we have economic recovery next year, good eco-
nomic recovery, and that we do not have further slow-down this
year. That is assuming very strong productivity growth, 50-percent
higher than we saw in the 21 years from 1973 to 1994. Those are
very, very optimistic outlooks for the economy. We hope they all
come true, but we also recognize reality, and that is going to re-
quire us to make tough decisions. And the sooner we face up to it,
the better off we will be.

I want to thank this panel. We appreciate very much your time
and your taking the opportunity to come here and give us the wis-
dom of your experience.

Thank you very much.

[Whereupon, at 11:47 a.m., the committee was adjourned.]
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OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. Good morning. We will bring the hearing to
order.

We want to welcome OMB Director, Mr. Daniels. Thank you very
much for being here.

Mr. DANIELS. Thank you, Mr. Chairman.

Chairman CONRAD. As we discussed, we wanted to reciprocate
for your kind gift to me last time you were here. You will remem-
ber the Director at the hearing on the budget brought me a won-
derful pie, and he had it divided as to how we might use the sur-
plus. And it was a terrific pie. It was an apple pie, my favorite, and
it went over very well with my staff. And we thought we should
reciprocate this morning.

So we have a pie. It is somewhat smaller. [Laughter.]

Chairman CONRAD. And it represents the “Shrinking Surplus.”
So, Mr. Director, I am going to send this pie down to you. I am told
it is actually rather good pie.

Se?nator GREGG. Is there another pie that represents the tax
cuts?

Chairman CONRAD. You know, that is part of the shrinking sur-
plus. That is part of the reason of the shrinking surplus.

So, anyway, I hope your staff enjoy it, and I hope it is taken in
the good humor that it is intended.

Mr. DANIELS. Absolutely.

Chairman CONRAD. We are grateful that you took time out of
your busy schedule to be here today. We wanted to get your views
on the current budget situation because, as you know, obviously we
are faced with changing circumstances, and we are faced with a se-
ries of decisions that still must be made this year. And so the best
information that is possible is important for us.

(135)
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For example, we have got a request from the administration for
a substantial increase in defense spending. The question arises:
How do we pay for that? And we already see warning signs that
the budget is in some difficulty.

Let me just put up that first chart. This looks at the year 2001.
It starts with the surplus, takes out the trust funds of Social Secu-
rity and Medicare, takes out the tax cut, takes out the budget reso-
lution policies, and the interest associated with that. And we show
a $6 billion margin for 2001 before any reduction in revenue as a
result of the economic slowdown.

Raid in FY 2001 ing Bush Tax Cuts, Budget Resolution
Policies and Lindsey Revenue Estimate
(in billions of dollars)

CBO May baseline total surplus 275
Social Security trust funds surplus - 156
Medicare Hl trust fund surplus -28

CBO May baseline non-Social Security, non-Medicare surplus 92
Cost of tax bill -74
Cost of other budget resolution policies -10
Interest -2

Available surplus 6
Reduction based on Lindsey estimate -23

Raid on Medicare -7

Mr. Lindsey, the chief economic adviser to the President, indi-
cated in a kind of back-of-the-envelope calculation that we could
see as much as a $56 billion reduction this year from an earlier
baseline. When we adjust that for the more recent baseline, that
would mean about a $23 billion reduction, somewhere in that
range, which would mean we would be in deficit this year not using
the trust fund of Medicare.

Even more serious, I think, is looking ahead to next year. Next
year we can see, based on testimony that was provided this com-
mittee by three eminent economists, their anticipation of reduced
revenue for next year because of the economic slowdown this year,
that we could be using all of the Medicare Trust Fund next year
and even possibly going into the Social Security Trust Fund by a
small margin. So it strikes me that we have questions to ask and
to answer.

And I want to emphasize that these numbers are based on just
three factors: spending in the budget resolution that has passed,
the tax cut, and reduced revenue as a result of the economic down-
turn. This is not a problem caused by increased spending because
no appropriation bill has yet been passed and signed into law.

Now, the figures I am using assume only the spending that is
provided for in the budget resolution that was written and passed
by our Republican colleagues, by and large, and includes the effects
of the tax cut and includes reduced revenues as a result of the eco-
nomic slowdown.

Now, some have suggested that by reporting these shortfalls, 1
must be advocating a tax increase this year. That is not the case.
I do not think that would be wise policy. That is not my record.
I supported a substantial fiscal stimulus this year of $60 billion. I
did not support shifting $33 billion of corporate revenues by 2
weeks to make 2002 look better. And that is part of the reason we
have got a problem in 2001, that shift of corporate revenues by 2
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weeks to try to make 2002 look better. So the issue is not advo-
cating tax increases at a time of economic slowdown.

But looking ahead to 2002 and beyond, I believe the clear ques-
tion: Do we use trust fund money from Social Security and Medi-
care to fund other programs of the Federal Government? Remem-
ber, for 2002 and beyond, the administration is forecasting strong
economic growth. You are not forecasting an economic slowdown
next year—and you are not alone in this, the Congressional Budget
Office is not forecasting economic slowdown next year. The blue
chip forecasters are not. All are projecting fairly strong economic
growth.

But we still see deficits in each of the next 4 years if we are not
using trust fund money from Social Security and Medicare.

Short- and Long-Term Surplus Outlook

(((((((( 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 107

Perhaps even more serious is that we see these shortfalls before
the administration’s request for substantial increases in defense
spending, before money for natural disasters—and we have just
had a rather serious natural disaster in West Virginia—before new
money for education, and the Senate has passed almost unani-
mously an authorization bill for substantial increases for education.
And this is before the extension of popular expiring tax provisions,
for example, the research and development tax credit. And it is be-
fore a fix to the alternative minimum tax, when we all know that
the number of American taxpayers subject to the AMT is going to
increase dramatically.

So, I repeat, I think this raises the serious question of how we
finance the Federal Government going forward. Do we use Social
Security and Medicare Trust Funds to fund other programs, espe-
cially at a time of economic growth? I think that is especially im-
portant given the fact the baby-boom generation begins retiring in
11 years. And we all know at that time—this is from the Social Se-
curity Administration—that the surpluses that we now enjoy in the
trust funds of Social Security and Medicare turn to significant defi-
cits in the next decade.

Now, I want to conclude by saying some now say that the Medi-
care Trust Fund surplus does not exist. I would refer them to legis-
lation that every Republican Senator voted for just 4 months ago.
Just 4 months ago, every single Republican Senator voted for a
measure that had this statement of findings, and the findings were
as follows:

“The Balanced Budget Act of 1997 and strong economic growth
have ended decades of deficit spending.”

No. 2, “The Government is able to meet its current obligations
without using the Social Security and Medicare surpluses.”
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No. 3, “Fiscal pressures will mount as an aging population in-
creases the Government’s obligations to provide retirement income
and health services.”

Four, “Social Security and Medicare Hospital Insurance sur-
pluses should be used to reduce the debt held by the public until
legislation is enacted that reforms Social Security and Medicare.”

Five, “Preserving the Social Security and Medicare Hospital In-
surance surpluses would restore confidence in the long-term finan-
cial integrity of Social Security and Medicare.”

d, six, “Strengthening the Government’s fiscal position
through debt reduction would increase national savings, promote
economic growth, and reduce interest payments.”

I agree with all of those assertions, and I am a little surprised
people in 4 short months have changed their position and now say
there are no surpluses. I just direct them to the study.

Let’s go to those next charts, if we could. I would just direct
them—well, we hear repeatedly that there are no Medicare sur-
pluses. I just had a debate on the floor, and the assertion was
made again that there are no Medicare surpluses. OMB’s own re-
ports show that Medicare Part A is in significant surplus and
Medicare Part B is in rough balance. The CBO reports demonstrate
the same thing. So I hope we are not debating whether or not there
are Medicare Trust Fund surpluses or not.4

Let me now turn to my very able colleague, the former chairman
of this committee, Senator Domenici, for his statement, and I will
just conclude as I began. I think the real question before us and
the one we have got to grapple with together is: What is the appro-
priate means of financing Federal programs going forward? Do we
want to be using trust fund moneys at a time of economic growth?
I think that is the fundamental question before us.

Senator Domenici, welcome. It is always good to have you here.

Senator DoOMENICI. Thank you. I was going to ask, Senator, Mr.
Chairman, could we on this occasion, if we have a few members
here‘,? before we start with the Director, could we give them 5 min-
utes?

Chairman CONRAD. Well, our intention was that we would do as
we normally do, that we both make opening statements, and then
we would go to Mr. Daniels, and then give people a chance during
their questioning round to make statements and then ask ques-
tions.

Senator DoMENICI. OK. I was asking it as a special favor, but I
will not ask anymore.

Well, let me say, Mr. Chairman, I am pleased that you called
this meeting. I think it is important that we lay before the Amer-
ican people where we are and what has happened. The first thing
I want to say is we did one thing very, very right, and, actually,
we had some Democrats helping us, and that was to provide for the
tax cut that is currently taking place with about $72 billion being
returned to the American taxpayers through the remainder of this
year and about 30-some next year.

Now, frankly, I would challenge anyone to propose to the Con-
gress of the United States, this committee, or the American people

4CHART NOT AVAILABLE AT PRESS TIME.
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that, because the surplus has gotten smaller because of economic
shortfalls, we ought to increase taxes now, in the middle of this
event. And I know the chairman has just said that he is not for
that, and I listened carefully. He said “this year” he is not for rais-
ing taxes.

Frankly, I want to go back a little bit in history and share with
you what has happened in the past when we raised taxes when the
economy was in either in recession or in a downward trend. Let me
give you a few examples of this.

First, I think we all remember what happened when Mr. Hoover
was in charge of economics in the country. We had a recession, a
deficit, recession, a deficit. We don’t have any deficit. Whatever im-
plication was that there is no surplus, it is wrong. We have the sec-
ond largest surplus in the history of America right now. Already
that number is there, and it is the second largest surplus.

But when Mr. Hoover decided let’s raise taxes to help with the
deficit, in the midst of an economic downturn, guess what hap-
pened to America? We had the biggest, worst depression in the his-
tory of American capitalism.

Now, it is not Keynesian economics, it is not supply economics,
if you are talking about raising taxes to fill any kind of gaps that
might exist in this budget. It is pure Herbert Hoover economics.

I know the chairman is not talking about that, but there are ru-
mors around that it is the tax cut that got us into this problem.
And let me state unequivocally and as simply as I can: The tax cut
did not get us in this situation. The budget of the United States
is in solid shape. It is the economy that is not in such very good
shape. And the economy is not part of the numbers in this budget
except for estimates that are either right or not right with ref-
erence to what is happening to the economy.

So my second point I would like to say to you personally, Mr.
Chairman, while you are saying you are not for increasing taxes
and while you have not today said that we are using Social Secu-
rity or Medicare Trust Funds to pay for Government, you are com-
ing perilously close. And I want to tell you and tell everybody here,
as of right now there is no raid on Social Security or Medicare.
There are no official estimates that tell us we are going to do that.

The chairman’s chart has a very large number of assumptions as
to what we will spend that are not necessarily so, and the econom-
ics are developed off of one statement made by an economic adviser
to the President on the back of a napkin. And from that we are
pursuing the notion that the budget is what caused this surplus to
go down somewhat in size.

Now, let me repeat: The budget is in great shape. The economy
is not in good shape. And the question is: What do we do under
those circumstances?

Now, Mr. Chairman, if you think there is something that your
side of the aisle could do that is better, I tell you, you have the au-
thority to call a meeting of the Budget Committee. We will be here.
We will be here and not delay 1 minute. And you can propose a
budget because that is what the law says. You can do a supple-
mentary budget. I would like to know, if you did that, what you
would change. It would be very interesting.
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Would you, in fact, pick up some surplus by increasing taxes? If
so, when? Would you really cut programs beyond the amount that
we put in this base budget? I don’t think so. And that is one point
for you.

And the second one is, if we are raising Medicare or going to
touch Medicare and/or Social Security, then I would like to stand
up here—and I hope you all can hear me. I would like to say—I
will talk very loud. I would like to say, Mr. Chairman, you have
the solution to the problem. You have raised the problem, and you
singularly have a solution. This is the budget resolution language.
This is it. And let me read for you what it says down here, after
first mentioning the following: There are reserve funds in this
budget. Reserve funds are an invention of the last 7 or 8 years. So
I was part of bringing them into birth and seeing that we used
them. But each time we said the chairman can release funds, and
we put conditions on it. And let me read the conditions on these,
which amount to $450 billion—$450 billion not yet spent, not in the
budget, subject to being released by our chairman if he deems it
appropriate.

But it says, “Legislation described may not, when taken together
with all other previously enacted legislation, except legislation en-
acted pursuant to section 211, reduce the on-budget surplus”—and
these are the operative words—“below the level of Medicare Hos-
pital Insurance Trust Fund surplus in any fiscal year.”

So if releasing these is going to cause us to touch Medicare, the
chairman has the prerogative of saying I will not release them.
And, therefore, the problem that is being discussed by the chair-
man can be eliminated by a stroke of his own hand in just saying
we are not going to spend this.

Now, let me also comment about what is happening. What is
happening is we have an economy that did not come back as quick-
ly as desired and, in fact, stayed down as compared with the as-
sumptions of the previous administration. They had it higher, high-
er growth. This administration reduced that and had it at a lower
rate. And then CBO had it at even a lower rate of growth. What
happened is it stayed under that, and plain and simple, the re-
ceipts from corporate America left, because you read every day cor-
porate America is not making money. When they do not make
money, they do not have profits. When they do not have profits,
they do not pay corporate taxes. And I do not think we will ever
change that. I would hope so. It would be confiscatory if we did.

So I close by saying I think the budget is in good shape. I think
the economy is not in such good shape. And I think it is very, very
important that we do the right thing and send the right signals
while this economy is still having difficulty. And the worst thing
we could do is to imply that we are not doing well in terms of pay-
ing off the debt, that we are not doing well in terms of our surplus.
The truth of the matter is this surplus is the second largest surplus
we have ever had, and we will be paying down the debt more than
we have ever done in history. And that is pretty good, pretty good
economics, pretty good message. So I hope we truly are engaged,
Mr. Chairman, in an objective discussion of what we might do to-
gether in changing things, if changes need to take place.
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I for one do not know where we would make major changes in
the budget. If I had some, I would recommend them and we could
do them together. I just think we ought to be steady on line, stay
on the same path we are on, and hope the economy will recover
and start growing. If that happens, senior citizens, whether it is
Social Security or Medicare, it is the very best thing that could
happen to you, for you and your family.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you. I will just take a moment to re-
spond, and then we will go to you, Director.

First of all, the surpluses that we have now are trust fund sur-
pluses. It is money from Social Security and Medicare. And that is
the issue I am raising. Should we be using Social Security and
Medicare Trust Fund money to fund other operations of Govern-
ment? Because that is what we are poised to do this year and next
year and years beyond.

The ranking member, our distinguished former chairman, is ex-
actly right. It would be wrong to raise taxes in an economic down-
turn. And I apply that to this year or next year if we face economic
downturn next year. But the administration and everybody else is
not forecasting economic downturn next year. They are forecasting
strong economic growth. But the numbers show that even in that
context, we are going to be using trust fund money to finance the
other programs of Government, and I do not think that is the direc-
tion we want to go.

The ranking member’s suggestion that the tax cut has nothing
to do with our facing a deficit this year, I just do not think that
is accurate.

Put up that first chart, if we can, on this year, on 2001. We start-
ed with a $275 billion surplus projected. You take out Medicare
and Social Security, and you are down to $92 billion. The tax cut
costs $74 billion. To suggest that has no role here just is not factu-
ally accurate; $74 billion came out of the surplus because of the tax
cut.

Raid in FY 2001 ing Bush Tax Cuts, Budget Resolution
Policies and Lindsey Revenue Estimate
(in billions of dollars)

CBO May baseline total surplus 275
Social Security trust funds surplus - 156
Medicare HI trust fund surplus -28

CBO May baseline non-Social Security, non-Medicare surplus 92
Cost of tax bill -74
Cost of other budget resolution policies -10
Interest -2

Available surplus 6
Reduction based on Lindsey estimate -23

Raid on Medicare -7

And I would remind those who are listening, that was not all fis-
cal stimulus; $40 billion of it is fiscal stimulus by way of a tax cut
that went into the pockets of the American people. But $33 billion
was a paper shuffle, a shift by 2 weeks of corporate revenue from
this fiscal year to the next fiscal year, because they knew they had
a problem of dipping into the Medicare Trust Fund in 2002 without
that shift. I do not think anybody can seriously argue that provided
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lift to the economy by shifting corporate receipts 2 weeks to mask
a problem that they had in 2002.

Finally, the former chairman says to me I can have a markup
in the committee on a budget. Well, when he was chairman of the
committee, we had no markup. Now he is saying, OK, we are in
deficit without counting the trust funds, you have a markup. It is
a little late, I would say to my dear friend. It is a little late. We
are well into the appropriations process to try to go back and redo
what has already been done for this year.

Finally, on the question of the reserve funds, two-thirds of the
money is in the prescription drug reserve fund. Is the Senator sug-
gesting that the tax cut was so large that it now crowds out the
money for prescription drugs? Is he suggesting that we should not
go forward with providing prescription drugs because the tax cut
was so big that it crowds out the money that was provided for in
the budget for prescription drugs? I do not think so.

It is very clear—and I think it goes back to the question of
whether there is a Medicare Trust Fund surplus and whether it is
worth preserving, because seven of the eight reserve funds say I
cannot release them if the enacted legislation puts us into the
Medicare Trust Fund. Somebody who wrote that resolution thought
it mattered that you not invade the Medicare Trust Fund. I still
think it matters.

With that——

Senator DOMENICI. Mr. Chairman, could I have a minute?

Chairman CONRAD. Certainly.

Senator DOMENICI. I promise I will not use as much time as you
did in rebuttal.

Let me first of all say to the members, we had no majority on
this committee. There were 10 Democrats, 10 Republicans, very
hard to get anything done. You have a majority now, and that is
why I alluded to the fact that you could do what you would like.
If you would like to change things, you can just use your 11 Sen-
ators and go ahead and do it. And I would urge, if you have a solu-
tion to a problem—which I do not think exists. But if you have one,
then I think you ought to seriously consider making recommenda-
tions to the U.S. Senate and to the people for what you would
change.

Now, having said that, I want to make one last observation.
From my standpoint, this Senator’s standpoint, the tax cut has
nothing to do with the reduction of the surplus. What had all to
do with it is economics, and I will lay before you, for somebody to
work up on a piece of paper and give it to us, what if the economic
assumptions that are in that budget resolution for these 2 years—
I am not talking about in 10 years, these 2 years, this one and next
year—were right? The tax cut would have no impact on the surplus
because we were expecting the revenue to come in that did not
come in.

And I repeat, it is the best time to give people tax cuts. It is the
best time for the Government to say let you have it back, let you
spend it, let’s hope it is part of whatever else is going on in the
country that jolts the economy into recovery. And then we will see
that most of the problems that my friend, the chairman, assumes
are going to happen—we will see that they will all disappear.
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Mr. Corzine, I note you there at the end, and I welcome you as
a ranking member to the committee. I look forward to discussing
issues with you.

Senator CORZINE. Thank you.

Chairman CONRAD. Yes, Senator Corzine has joined us, and he
is a new member of the committee, and we are delighted to have
him as a member. He has a very distinguished career in finance,
perhaps one of the most successful Americans in the world of fi-
nance. And so I think he can make a tremendous contribution to
this committee.

Senator NICKLES. If he would just make a contribution to the
shortfall, we would be done. [Laughter.]

Chairman CONRAD. He will ask you to make, you know, a match-
ing contribution, Senator.

Senator DOMENICI. Just said in jest, Senator. [Laughter.]

Chairman CONRAD. Let me say I think one of the most important
things we can do this year is do no further harm. That is my motto
for the rest of this year: Do no further harm.

When the Senator asked me what would I have done differently,
I presented a budget plan to this committee and to my colleagues
that would have avoided this problem. We would not be in this po-
sition if the budget plan that I had presented had been adopted.
And I think that was a sound budget plan.

Let me just say, I think we should now go to the Director. 1
again want to welcome you, Director Daniels, and as I indicated in
our conversation yesterday, there are some who have suggested we
are going to have a show trial here. That is not the way we operate
in this committee. Our distinguished ranking member, when he
was chairman, did not operate the committee that way, and I am
certainly not going to operate the committee that way.

We invite you here to talk about serious issues, ones that we
have a joint responsibility to grapple with at this point. And so I
welcome you here with respect.

STATEMENT OF HON. MITCHELL E. DANIELS, JR., DIRECTOR,
OFFICE OF MANAGEMENT AND BUDGET

Mr. DANIELS. Mr. Chairman, thank you, and thank you for con-
vening this hearing. Thank you for your commitment to our com-
mon objective of finding that mix of policies that will lead to the
real end goal, which is prosperity in America and responsibility in
our stewardship of the public’s and the taxpayers’ funds.

Let me begin this morning by noting the persistence of two, at
least to me, striking phenomena that distinguish today’s environ-
ment from any we have seen: first, a tremendously positive na-
tional fiscal condition, despite a nearly stagnant economy; second,
a strong bipartisan agreement to preserve very large surpluses as
a threshold condition of public finance.

In response to your invitation, I am glad to report that, in stark
contrast to past economic turndowns, the Nation’s finances are in
remarkably strong shape. Even in the midst of a year-long slow-
down in the economy, we continue to accumulate enormous sur-
pluses and to use the extra receipts to steadily reduce the Nation’s
outstanding public debt.
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This is a phenomenon without precedent. The almost invariable
pattern is for countries to run deficits, often very large ones, during
economic difficulty. In all modern U.S. slowdowns, the Nation has
run in the red, often by very large amounts.

But in the last few years, a unique bipartisan consensus has
arisen in our country, in large part due to the work of this com-
mittee. An agreement has been forged to run very large surpluses
as a matter of course, in strong economic times or in weak. Both
parties and both the legislation and executive branches, in this ad-
ministration and the previous one, have concurred in maintaining
a surplus at least the size of the Social Security surplus.

Many would like to set the minimum surplus level even higher,
using as a target the artificial overage in the Medicare Part A
Trust Fund. This is a relatively modest difference, amounting to
whether the minimum surplus should be more like 8 percent or
more like 9 percent of revenues. Now, between these two figures
lie some hard disagreements, but that should not obscure the radi-
cally different nature of our current situation and the new con-
sensus.

It is fascinating to me to note how far this consensus departs
from traditional economic thought. Only yesterday, slowdowns were
said to call for deficit finance, for governments to take in less in
all taxes than they spent. The Nation conducted a decades-long,
spirited debate about the wisdom of a balanced budget amendment
to the Constitution. Now, suddenly, we find ourselves in strong
and, I would say, healthy agreement on maintaining a fiscal posi-
tion vastly stronger than the mere balance such an amendment
would have required.

Whatever differences may prove to separate us this morning, I
hope we can all agree that the matter of most urgency must be the
resuscitation of economic growth in our country. We are absorbed
in arcane matters, abstractions about surpluses and what counts
and what does not. I think for most Americans the question has to
do with jobs and income and future economic prospects.

The President and a bipartisan congressional majority agreed to
utilize a portion of our surpluses to try to stimulate the economy
through tax relief, and that action came just in time. I am submit-
ting for the record the comments of a host of economists forecasting
a boost to growth stemming from the tax cut ranging from 3/4 per-
cent to 1-1/4 percent in the second half of this year. Just this week,
the Blue Chip Consensus of the Nation’s top 50 analysts expressed
this view, writing, I quote: “The tax cut effects could not have come
at a better time...”

Mr. Chairman, you asked for an update on our fiscal expecta-
tions. I can report that we see continued large surpluses at least
at the size of the Social Security surplus for all years in the budget
horizon. The President is determined to preserve surpluses at this
level and to continue using these funds for the steady reduction of
outstanding national debt, a cause of which you, Mr. Chairman, are
a leading champion.

In the 2001 fiscal year now winding down, let us note that we
are dealing with the budget agreed to by the last Congress and the
last President. That budget, passed last December, contained the
largest 1-year spending increase in history. Obviously, a smaller
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surge in spending would have ensured a larger surplus today. But
the major reason for a surplus that is merely immense, rather than
gigantic, is, of course, a shaky economy.

Due to the dramatic economic slowdown, starting about a year
ago but not fully measured until the last few months, revenues for
the current fiscal year will grow more slowly than previously fore-
cast—I stress “grow” but more slowly—on the order of plus 3 per-
cent or a little more rather than the expected plus 5 percent or a
little more.

On the other side, because our agency was overly cautious in es-
timating outlay spending rates, 2001 spending looks to be some-
what lower than expected also, so the net change in the surplus
will be somewhat less than the drop in revenue. And we simply do
not know by how much.

I would also add, parenthetically, we are not sure what the size
of the Social Security surplus will be. It may also prove to have
been affected by the economic slowdown.

The Social Security surplus makes a good target, we say, for sev-
eral reasons. The best reason for choosing this surplus target
versus any other arbitrary goal is that, as we apply these amounts
to debt reduction, which is, of course, what we do with any surplus,
we achieve with some room to spare the maximum amount of such
reduction possible. Over the next 10 years, Social Security will take
in excess funds of some $2.5 trillion, whereas maximum debt
retirable, without unjustifiable premium expenses, is about $2.2
trillion. This year, we will eliminate over $100 billion of existing
debt, marking the fourth year in a row of such reductions, and fur-
ther shrinkage is scheduled for each succeeding year. This is an
important accomplishment for which both political parties, both
branches of Government, and both the last two administrations all
deserve credit.

The Nation’s finances are in extremely sound condition. Only
persistent, long-term economic weakness can threaten this condi-
tion, so promoting a return to vigorous growth must be our com-
mon objective. The best course forward is clear: first, pass this
year’s appropriations at the level of the 2002 budget resolution;
second, work together to continue restraining total spending in the
next few years. Businesses, States, cities, and families have no hes-
itation to limit their spending when revenues subside. The 50 State
governments recently report that collectively they are lowering
spending growth from nearly 8 percent last year to around 3 per-
cent in fiscal year 2002. Spending in the Federal domestic agencies
exploded during the last 3 years, including growth of 45 percent at
HHS and 27 percent at DOT. These Departments can benefit from
ft pelriod of digestion without great growth beyond these expanded
evels.

Restraint does not mean paralysis. We can make room for new
initiatives and for reasonable spending growth in good programs by
finally becoming serious about the review of antiquated, duplica-
tive, and non-performing programs. Somehow, we must reverse the
bizarre presumption, which operates nowhere else in life, that the
burden of proof rests with those who challenge any penny of cur-
rent spending. As in any business or family, the burden must be
placed on those accountable to justify the ongoing value of what-
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ever money is being spent today. Any healthy organization con-
stantly searches for ways to redeploy money from less efficient to
more efficient purposes; we must weed the garden if new plants are
to sprout and flourish.

Finally, we must be prepared to collaborate on additional moves
to strengthen the economy. The chairman has suggested we should
do no further harm. I think, on the contrary, we should be in pur-
suit of doing further good. This might involve approaches unrelated
to fiscal policy; trade liberalization and the alleviation of paper-
work or other regulatory burdens come to mind.

Mr. Chairman, I commend your concern in calling this hearing
and your vigilance in seeking to make sure that today’s hard-
earned fiscal vitality is preserved. I am pleased to be able to report
the strength of our position, but also to associate with your deter-
mination to take nothing for granted and to see that progress con-
tinues in both the near and the long terms.

Chairman CONRAD. Thank you very much for your statement, Di-
rector Daniels.

Under the previous procedures of the committee, the ranking
member and I will each take 10 minutes for questioning, and then
we will go to the members, 7 minutes each, according to the prece-
dents that have been previously established here.

First, if we can put up the chart on 2001 again, maybe if we can
just briefly talk about 2001 and 2002 and see if there is some
rough agreement or where there might be disagreement. I think at
the top there really is not—I mean, those are just factual matters
in terms of where we started with the surplus in Social Security
and Medicare.

Raid in FY 2001 ing Bush Tax Cuts, Budget Resolution
Policies and Lindsey Revenue Estimate
(in billions of dollars)

CBO May baseline total surplus 275
Social Security trust funds surplus - 156
Medicare HI trust fund surplus -28

CBO May baseline non-Social Security, non-Medicare surplus 92
Cost of tax bill -74
Cost of other budget resolution policies -10
Interest -2

Available surplus 6
Reduction based on Lindsey estimate -23

Raid on Medicare -7

The thing I want to focus on is the question of what kind of an
adjustment to the revenue forecast you are anticipating at this
point. I understand you had some ideas yesterday that you shared
with people. Do you have a disagreement with the conclusion here
with respect to a reduction in the revenue forecast this year be-
cause of the slowdown in the economy?

Mr. DANIELS. Mr. Chairman, I cannot disagree because we do not
have a forecast I think we can rely on yet. I think I can tell you
it will be modest. Remember, we are dealing with over a $2 trillion
revenue base, so the reduction up there is about 1 percent. It might
be 1 percent or 2 percent, I am not sure. It is important, I think,
for everybody in keeping our heads here to recognize how small a
miss that is.
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I have looked back, by the way, at past forecasts, and this year’s
forecast is going to be much closer than most previous ones. But
the base of our affairs is so large now that it does produce changes
on this order.

I am constrained to say that we do have differences at the top,
however. You know, the idea, first of all, of arbitrarily dismissing
the Social Security and Medicare Trust Funds has never been one
that I understood. It is like saying Tiger Woods had a very medi-
ocre season if you do not count the Master’s, the two Opens, and
the PGA. These are massive surpluses.

And, further, let me point out that we have got to be careful
about our language. Just as it is, I think, utterly inaccurate to even
use the word “deficit” when we are running surpluses on the order
of $200 billion, or that neighborhood, I think it is highly inaccurate
to use phrases like “go into,” “touch,” and “use” these funds when
we have done that always. The only purpose when you talk about
using them for other programs, the other program these funds have
been used for and are today is debt reduction. This is a goal we
all share. We are only disagreeing about how much debt reduction
should occur.

But as we have sometimes said, this money does not go into a
vault somewhere. There is not a hole in Paul O’Neill’s backyard.
There is no mattress in the world big enough. These funds always
and still today, when we are in surplus, are used to reduce our
debt. A very good thing to do—but not at the expense of a strong
economy, and that is why we assert that it was a very essential
and very timely act to balance our policy by returning some of the
surplus to the taxpayers who sent it in, in order that we might
have a return to growth and that we might have surpluses next
year and the next year and as far as possible.

So that is my response, and I thank you for that opportunity.

Chairman CONRAD. I am happy to provide that opportunity. I
would just say to you it is not that we are not counting the trust
funds. We are counting them. But there has been a bipartisan
agreement that you alluded to in your statement that it is not ap-
propriate to use Social Security Trust Fund money for other pur-
poses, other than paying down debt. That is a consensus. That is
something, as you have mentioned, I have strongly advocated. I
think it is also important to provide the same treatment to the
Medicare Trust Fund surpluses.

And so if you set those aside, use them for debt reduction, do not
use them to fund other programs, that makes sense to me.

Mr. DANIELS. Well, here, too—excuse me, but——

Chairman CONRAD. If I could just finish.

Mr. DANIELS. T am sorry.

Chairman CONRAD. As we look to 2001, I do not think you are
differing with the numbers here. The numbers lead us to the con-
clusion that I think is quite clear, that we are poised to run a non-
trust fund deficit; that is, if we are not using trust funds for other
purposes, which is a policy goal that I have, and you have at least
in part with respect to the Social Security Trust Fund, you can see
where we wind up. With the economic slowdown and the size of the
tax cut, we show we are running a deficit in 2001 of $17 billion.
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Raid in FY 2001 ing Bush Tax Cuts, Budget Resolution
Policies and Lindsey Revenue Estimate
(in billions of dollars)

CBO May baseline total surplus 275
Social Security trust funds surplus - 156
Medicare Hl trust fund surplus -28
CBO May baseline non-Social Security, non-Medicare surplus 92
Cost of tax bill -74
Cost of other budget resolution policies -10
Interest -2
Available surplus 6
Reduction based on Lindsey estimate -23
Raid on Medicare -7

Let’s go to the 2002 chart, because economic slowdown I think
is one set of circumstances. What most concerns me is we are look-
ing to a period in which we are forecasting strong economic growth.
You are forecasting at this point strong economic growth next year.
I saw Mr. O'Neill saying that he believed we would see robust re-
turn to growth next year. And yet when we do the analysis, just
based on the budget resolution that has passed, the tax cut that
has passed, and some estimate of economic downturn in 2002 we
are using all of the Medicare Trust Fund, and even dipping into So-
cial Security by a little bit.

and Goldman Sachs Revenue Estimate
(in billions of dollars)

CBO May baseline total surplus 304

Social Security trust funds surplus 172
Medicare HI trust fund surplus -

CBO May baseline non-Social Security, non-Medicare surplus 95
Cost of tax bill -38
Cost of other budget resolution policies. 27
Interest -6
Available surplus 25
Reduction based on Goldman Sachs estimate -67
Raid on Medicare -38
Raid on Social Security -4

Let me turn to the fundamental question, and that is the third
chart that shows the multiple years. And you referenced it in
your—it really goes to the question that we have to face most im-
mediately, which is the administration